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No. 24,518 
Mempuis Licut, Gas anp Water Division, Petitioner, 
Vv. 
Fepera Power Commission, Respondent, 
American Pusitic Gas Association, Intervenor, 


Texas Gas TRansMIssIon Corporation, Intervenor. 
Petitioner, 


No. 24,602 
TENNESSEE VALLEY Municrpat Gas ASSOCIATION, ET AL., 
v. 
Feperat Power Comuission, Respondent, 
Texas Gas TRaNsMIssIon Corporation, Intervenor. 


On Petition To Review Orders of the 
Federal Power Commission 


BRIEF FOR PETITIONER 
MEMPHIS LIGHT, GAS AND WATER DIVISION 


REFERENCE TO RULINGS 


The rulings of the Federal Power Commission involved 
in these review proceedings are: 


(1) Order No. 404, Statement of Policy, issued May 15, 
1970, amending the Commission’s General Policy 
and Interpretations. (R 1-4)? 


(2) Order No. 404-A, issued July 9, 1970, denying appli- 
cations for rehearing of Order No. 404. (R 73-76) 


1The record references in this brief are to the pagination used by the 
Commission in its Certificate of Record to this Court, In the joint appendix, 
this pagination will be printed in boldface type at the precise point where 
each new certified record page begins. 


- tau bas vt prevent bien prcesld La Cuff 


2 


ISSUES PRESENTED 


1. Does the Tax Reform Act of 1969, 83 Stat. 487 et seq., 
so change the law relating to existing tax depreciation 
practices of public utilities as to require a reversal of 
established Commission regulatory policy, with respect to 
expansion property constructed or acquired after January 
1, 1970? 


9. Is the Commission’s action in this docket a rulemaking 
proceeding, requiring notice and a hearing pursuant to 
Section 553 of the Administrative Procedure Act? 


STATEMENT OF THE CASE 
(a) The Nature of the Case 


This case arises under the Natural Gas Act, 15 USC 
§ 717, and the Administrative Procedure Act, 5 USC § 551 
et seq., and is before the Court on Petition of the Memphis 
Light, Gas and Water Division to Review Orders No. 404 
and 404A of the Federal Power Commission, issued in 
Docket No. R-387 on May 15, 1970 and July 9, 1970, 
respectively, without prior notice or hearing. Order 404 
is designated ‘“‘Statement of Policy”’ amending the Com- 
mission’s General Policy and Interpretations (18 CFR 
Chap. 1, Subechap. A) so as to permit utilities subject to 
its jurisdiction to employ a normalization method for com- 
puting federal income taxes for accounting and ratemaking 
purposes, with respect to property constructed or acquired 
after January 1, 1970, to the extent that such property in- 
creases the productive or operational capacity of the utility 
and is not a replacement of existing property. The effect 
of the Order is to permit utilities to use liberalized depre- 
ciation for computing actual federal income taxes, but to 
employ for ratemaking purposes a higher, fictional tax 
computed as if straight-line depreciation had been used. 


Order 404A denied petitions for rehearing filed by Mem- 
phis, by the New York Public Service Commission and by 
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Tennessee Valley Municipal Gas Association. Petitions 
for review were timely filed. 


Orders No. 404 and 404-A are reproduced as Appendix 
A and B to this Brief, for the convenience of the Court. 


(b) The Facts of the Case 


The Order of the Commission in this docket reverses, as 
to utility property acquired after January 1, 1970 for 
expansion purposes, a policy of the Commission established 
in 1964, and consistently approved by the courts. <A history 
of the several administrative and judicial decisions which 
led up to and included that policy decision has been given 
in Memphis’ brief in the companion case, Memphis Light, 
Gas and Water Division v. Federal Power Commission, 
No. 24,517, and will not be repeated here except in sum- 
mary. 

The use of liberalized depreciation for computation of 
federal income taxes was first permitted by Internal Reve- 
nue Code of 1954, Section 167. Shortly after the passage 
of the new Code, a group of natural gas companies peti- 
tioned the Federal Power Commission for a declaratory 
order setting forth the procedures to be followed for the 
reporting of liberalized depreciation on the regulated books 
of account. The Commission gave public notice of a hear- 
ing on the matter, and many interested parties intervened. 
The Commission, determining that it was obligated to do 
so by its interpretation of IRC §167, held that utilities 
should be permitted to take liberalized depreciation for 
tax purposes, but to include federal taxes in cost of serv- 
ice as if computed on a straight-line basis. This process 
was called ‘‘normalization’”’ of taxes. 


In 1957, the Commission took action to incorporate its 
normalization policy into its Uniform System of Accounts. 
It did this by a rule-making proceeding. It initiated 
Docket No. R-158, gave the statutory notice, and received 
comments from interested parties. The proceeding culmi- 
nated in Order No. 203, issued May 29, 1958, 19 FPC 826. 
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Subsequently, the Commission discovered that the legal 
and factual premises which underlay its normalization 
policy were erroneous, and upon making that discovery it 
reversed its policy in the case of Alabama-Tennessee Nat-, 
ural Gas Co., 31 FPC 208, and required the utilities to 
include in cost of service for ratemaking purposes only 
actual taxes paid resulting from the use of liberalized de- 
preciation, thereby requiring the tax saving produced by 
use of liberalized depreciation to be flowed through to the 
ratepayers. That was an individual company rate case, 
but the Commission, recognizing the far-reaching effects 
of the depreciation issue, separated it out for special con- 
sideration, and invited any interested party to intervene as 
amicus curiae and present its arguments and briefs. 27 
FPC 1063. On review, the Fifth Circuit held that the 
issue was properly decided in a rate-making decision, and 
that “it was for the Commission to decide how to allow 
interested parties to present their views.”’ Alabama-Ten- 
nessee Natural Gas Co. v. Federal Power Comm., 359 F.2d 
318, 343. 


When the Commission took action to incorporate its new 
flow-through tax depreciation policy into an amendment to 
its Uniform System of Accounts, it again used the rule- 
making procedure, instituting Docket No. R-264 for that 
purpose by Notice of July 7, 1964, published in 29 F-.R. 
9732. That proceeding had not been completed before the 
Commission’s current re-reversal of policy, and it was 
terminated by Order of May 15, 1970. 


The present proceeding departed procedurally from the 
above Commission precedents. The Order No. 404 herein 
promulgated (R-1) was issued under the name of a ‘‘State- 
ment of Policy’’, rather than a rule-making order. No 
previous notice was issued, and no interested party was 
given an opportunity to submit evidence, briefs or argu- 
ments. 


The exclusive ground relied upon by the Commission for 
the reversal of policy incorporated in Order No. 404 was 
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the passage by Congress of the Tax Reform Act of 1969, 
and, in particular, Section 441 thereof, relating to utility 
depreciation practices. 


SUMMARY OF ARGUMENT 


1. The Commission’s reliance upon the Tax Reform Act 
of 1969 as the basis for a change in tax depreciation 
practices is unfounded. 


(a) The new Act is not intended to revise presently ef- 
fective depreciation practices, but to ‘‘freeze’’ them. 


(b) The election provided in the new Act, permitting 
utilities to change to straight-line depreciation, is not sub- 
stantially different from the election which taxpayers have 
always had, under IRC § 167 (e) to make such a change. 
The Commission is no more obligated to recognize the 
new election, for rate-making purposes, than it was to do 
so with the pre-existing election. The new Act, therefore, 


provides no basis for a drastic change in depreciation 
policy. 


(c) The policy decision here made by the Commission 
with respect to new expansion property is a stepping-stone 
to a much more radical change, applicable to all utility 
property, which will greatly increase prices to consumers. 
The Commission has already ruled, in the companion case 
to this one, that the second step is an inevitable conse- 
quence of the first. Therefore, the effect of the Tax Re- 
form Act, as construed by the Commission, will be prompt, 
substantial and wide-spread utility rate increases, the very 
consequence which Congress sought to avoid. 


2. The action of the Commission herein, taken without 
notice or hearing, violated the requirement of the Adminis- 
trative Procedure Act for public notice and opportunity 
for affected parties to be heard. It is a rule-making pro- 
ceeding under 5 USC § 533; it is more than a general state- 
ment of policy; it establishes a new rule, which, without 
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further findings or adjudication, radically revises the 
rights of utilities and their customers with respect to sub- 
stantive matters, resulting in immediately higher rates 
for gas. 
ARGUMENT 
L 
THE COMMISSION’S CONSTRUCTION OF SECTION 441 OF THE 
TAX REFORM ACT OF 1969 IS ERRONEOUS 

The only justification asserted by the Commission for an 
action which reverses its prior policies and insures sub- 
stantial pipeline rate increases throughout the country is 
the Commission’s construction of the Tax Reform Act of 
1969, Section 441.2. The Commission feels that the new 
Act leaves it with no alternative to this action which is so 
deleterious to consumer interests. 


The Commission’s interpretation of the new Act is faulty, 
(a) because it reaches a result opposite to that intended 


and desired by Congress, and (b) because it incorrectly 
analyzes the provisions of the Act. 


(a) The Commission’s Action Is Contrary to the Intent and 
Purpose of Congress 


The clear intent and effect of Orders No. 404 and 404-A 
are to raise pipeline utility rates substantially, and to per- 
mit the pipelines to keep the increase in revenues. This 
effect is achieved by permitting pipelines to abandon their 
present tax depreciation practice, by which they obtain 
tax reductions from liberalized depreciation and reflect 
them in their rates (i.e. ‘‘flow-through’’ the benefits) and 
to change to a new practice by which the pipelines retain 
these benefits for themselves (i.e. “¢normalize’’). 


2 Orders No. 404 and 404-A relate to electric utilities as well as natural 
gas companies. Petitioner Memphis has no interest in the order as it 
affects electric utilities, and will direct its arguments herein only to the 
Orders as they affect natural gas pipelines. 

A copy of the Tax Reform Act of 1969, Section 441, is Appendix B to 
this brief. 
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The direct effect of Order No. 404 relates only to depre- 
ciation on new property constructed or acquired after Jan- 
uary 1, 1970, to the extent that it increases the productive 
or operational capacity of the utility and is not a replace- 
ment of existing property. This would, at least for the 
next few years, result in only insubstantial cost increases 
for most pipelines. But this is only the first step in the 
Commission’s grand design, which is to make normaliza- 
tion available to all utilities for all their properties, old 
and new. 


This is precisely what the Commission has done for 
Texas Gas Transmission Corporation, in Opinion No. 578, 
which is the companion case to this one. The Commission 
there held that: 


(1) Since Texas Gas had elected to take straight-line 
depreciation on its new expansion properties, pursuant to 
$ 167 (1)(4)(A) of the Code, as amended, the Commission 
was bound to give effect to that election in rate-making; 


and 


(2) Since Texas Gas had a right to straight-line depre- 
ciation on new expansion properties, it would be better to 
permit it to take liberalized depreciation with respect there- 
to and normalize the resulting taxes; and 


(3) Since Texas Gas could now normalize with respect 
to new expansion properties, it would suffer declining de- 
preciation deductions on its existing properties,’ and, there- 
fore, it was necessary to allow Texas Gas to normalize its 
taxes on all its properties, thus immediately and auto- 
matically increasing its rates by $4,400,000 per year. 


Since the same reasoning would apply to every pipeline,* 
the obvious effect of the Commission’s Order will be prompt, 


3 Memphis has shown in its brief in the companion case that this con- 
clusion of the Commission is erroneous. 


4The change in depreciation method is available only to pipelines which 
make the election provided by IRC § 167 (1)(4)(A), but it is a foregone 
conclusion that no pipeline will overlook so advantageous an opportunity. 
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substantial and wide-spread rate increases, throughout the 
United States. 


That result is precisely what Congress was diligently 
striving to avoid in the passage of the Tax Reform Act of 
1969. The House Committee Report pointed out that the 
Federal Power Commission, at the hearing on the bill, 
had suggested that all utilities be put on a straight-line 
depreciation basis. Its suggestion was declined, for the 
very reason that such a change “¢would result in prompt, 
substantial and widespread utility rate increases.” (H. 
Rep. 91-413 (Part 1), 91st Cong., 1st Sess., p. 132; US. 
Code Cong. and Adm. News, 1969, Vol. 2, p. 1783). Now 
the Commission, purporting to act in compliance with the 
Act, has brought about precisely the rate increases which 
its rejected suggestion would have caused. 


And that is not all. The House Report, in describing 
the intent and purposes of the bill, said: 

In the case of new property (property completed or 
acquired after December 31, 1969) the bill provides 
that if the taxpayer presently flows through to its cus- 
tomers the benefits of deferred taxation, then 7 must 
stay on accelerated depreciation and flow through 
unless the regulatory agency permits rt to change. 
(H. Rep. 91-413 (Part 1), 91st Cong., 1st Sess., p. 
133). (Italics added). 


Such an intent and purpose on Congress’ part is totally 
at variance with the Commission’s posture that it is in 
effect forced by the new Act to allow the abandonment of 
flow-through depreciation on all property. 


The Commission, in Opinion No. 578, cites the House Re- 
port language to the effect that if an election is made to 
use straight-line depreciation for new property, ‘‘The 
regulatory agency will not, in such cases, be permitted to 
require flow through of deferred taxes.” H. Rep. 91-413 
(Part 1) p. 133. As will be demonstrated hereafter, this 
does not necessarily mean that the Commission is at the 
mercy of the pipeline with respect to new property. 
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(b) The Commission Is Not Obligated To Accept, for Rate- 
Making Purposes, an Election of Straight-Line Depre- 
ciation on New Property 


The Commission considers that the right of a pipeline to 
have its cost of service computed on the basis of straight- 
line depreciation of new expansion property is an absolute 
right, which the Commission is ‘‘powerless to vitiate”’. 
(Opinion No. 404-A, R 74) This conclusion is based upon 
Section 167 (1) (4)(A) of the new Act which provides that 
the utility may make an election within 180 days of the 
passage of the Act, and if such election is made, then the 
right to use liberalized depreciation with flow-through will 
be lost to it. 


The net effect of Section 167 (1) (4)(A) is to give to the 
pipeline a right to change from a declining balance method 
to a straight-line or other method, with respect to new 
expansion property. However, the right to change to 
straight-line depreciation is nothing more than the pipeline 
has always had, so far as the Internal Revenue Code is 
concerned. 


Section 167(e) of the Code of 1954 provides: 


(1) Cuance From Deciixinc Batance Metnop.—In 
the absence of an agreement under subsection (da) 
containing a provision to the contrary, a taxpayer may 
at any time elect in accordance with regulations 
prescribed by the Secretary or his delegate to change 
from the method of depreciation described in sub- 
section (b) (2) [declining balance method] to the 
method described in subsection (b) (1) [straight-line]. 


This section clearly provides the election to any taxpayer 
to change at any time from a liberalized depreciation 
method to a straight-line method. This has been the law 
since the inception of liberalized depreciation in 1954. The 
new Act merely continues and expands that right, as it 
applies to new expansion utility property. 


Since the new Act introduces no new principle with 
respect to depreciation of new expansion property, there 
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is no reason in logie or policy to construe its effect any 
differently from that of § 167 (e), so far as rate-making 
principles are concerned. 


a 


The election provided by § 167 (e) was available to Mid- 
western Gas Transmission Co. at the time the Commission 
considered the rate effect of that company’s election to 
change from accelerated depreciation to straight-line 
depreciation. This action was taken by the company soon 
after the Commission, in Alabama-Tennessee Natural Gas 
Co.. 31 FPC 208 (1961), had ruled that pipelines must flow 
through the tax benefits of accelerated depreciation. Rather 
than flow through such benefits, Midwestrn had exercised its 
clection under $ 167 (e) to change to straight-line deprecia- 
tion. 


The Commission said that this raised the issue 


whether Midwestern and East Tennessee are 
fulfilling their duties under the Natural Gas Act when 
they voluntarily take an action of the character here 
involved, which will necessarily have the effect of sub- 
stantially raising their costs and rates. For the reasons 
advanced in this proceeding, we hold that they are not. 
Midwestern Gas Transmission Company, 36 FPC 61, 
70 (1966). 


As a result, the Commission had no hesitation in holding 
that, despite the tax election to take straight-line deprecia- 
tion, Midwestern’s cost of service ‘‘shall be adjusted to 
reflect the benefits attributable to liberalized depreciation.’’ 
Id. at 84. In other words, the Commission fixed Mid- 
western’s rates as if it had taken accelerated depreciation. 


That company had an absolute right, under IRC § 167 (e), 
just as a company does under IRC $167 (1), to elect 
straight-line depreciation. But the Commission was not 
bound to give effect to that election in its ratemaking 
decision. The applicable rule was stated by the Seventh 
Circuit, affirming the Commission’s action, in Midwestern 
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Gas Transmission Co. v. Federal Power Comm., 388 F2d 
444, 448; 


If such elected policies do not fairly indicate a reason- 
able and prudent business expense, which the con- 
suming public may reasonably be required to bear, 
following the required hearing and review procedures, 
then federal regulatory intervention is required. 


These decisions clearly established the rule of law that, 
when a utility deliberately made a tax election which in- 
creased its taxes above the minimum level required by the 
tax laws, the Commission could and should treat the com- 
pany, for ratemaking purposes, as if it had made the proper 
election to reduce its taxes to the minimum. And this rule 
applied, even though the Internal Revenue Code gave the 
company an absolute right to make the election which it 
made. 


The Congress, in its Tax Reform Act, carefully refrained 
from depriving utilities of the right to continue on 


liberalized depreciation with flow-through on all of their 
properties, new and old. It did so in order to avoid the 
rate increases which must inevitably follow abandonment 
of flow-through. The Joint Committee thought it had 
drawn the bill 


. in a way that (with very few exceptions) will 
require no increase in utility rates, because of the tax 
laws, since by and large, it merely takes the various 
regulatory situations as it finds them and freezes those 
situations. Summary of HR 13270 Tax Reform Act of 
1969 by Staff of Joint Committee on Internal Revenue 
Taxation, p. 73 (italics added). 


The Commission here had precisely the same situation 
before it as in Midwestern. The new Act permits a change 
on new property from flow-through to straight-line deprecia- 
tion. It does not require such a change. The regulated 
utility which makes such a change is doing, with respect to 
post-1969 property, precisely what Midwestern did with 
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all of its properties. But such utility has exactly the same 
duty to its ratepayers as Midwestern had, to minimize its 
tax costs. The Commission has exactly the same duty 
toward consumers as it had in the Midwestern case, to 
protect them against unnecessary tax costs voluntarily 
assumed by the regulated utility. 


This analysis raises the question: if the election pro- 
vided in §167 (1)(4)(A) only provides for a change to 
straight-line depreciation, why would Congress have in- 
cluded that section, since § 167 (e) already provides for 
such a change at the election of the taxpayer? The answer 
is that the election in the new Act is broader than that in 
$§ 167 (e). Under the latter section, a taxpayer may, with- 
out necessity for permission, change from flow-through 
only to straight-line depreciation. Under the new Act, a 
utility which elects to bar itself from the privilege of taking 
liberalized depreciation with flow-through automatically 
has a choice of alternatives—a ‘‘subsection (1) method’’,’ 
or ‘‘any otherwise allowable method’’ with normalization. 
The ‘‘subsection (1)’’ method includes, by definition, an 
indefinite range of choices of depreciation methods. It was 
the clear intent of Congress to give to a utility, for pur- 
poses of the Internal Revenue Code, an election to change 
from liberalized depreciation with flow-through to any of 
an indefinite range of alternative depreciation methods. 


The Congress knew of the normalization vs. flow-through 
controversy. It must have been aware of the principle of 
the Midwestern case. Had it intended to modify that 
principle and restrict the Commission’s regulatory power 
to protect consumers, it would certainly have made such 
intent clear and specific. It did not do so. The implica- 
tion is strong that this Revenue Act was not intended to 


5§ 167(1)(3(F) provides: ‘‘(F) Subsection (1) Method.—The term 
‘subsection (1) method’ means any method determined by the Secretary or 
his delegate to result in a reasonable allowance under subsection (a), other 
than (i) a declining balance method, (ii) the sum of the years-digits 
method, or (iii) any other method allowable solely by reason of the ap- 
plication of subsection (b) (4) or (j)(1)(C).’” 
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amend the Natural Gas Act. An identical proposition was 
recognized by the Fifth Cireuit in Alabama-Tennessee 
Natural Gas Co. v. Federal Power Comm., 359 F2d 318, cert. 
denied 385 US 847, where the Court, discussing this same 
tax depreciation problem, said: 
In the Revenue Acts of 1962 and 1964 Congress 
demonstrated that when it desires a tax statute to 


restrict the ratemaking authority of federal regulatory 
agencies it does so in precise language. 359 F2d at 333. 


Again, the Court said: 


Given the long reach of the Natural Gas Act, as 
liberally interpreted by the Supreme Court, and weigh- 
ing the consumer-oriented objectives of that Act 
against the Section 167 objective of promoting plant 
expansion by postponing the timing of tax payments, 
we conclude: It is unlikely to suppose that Congress 
amended the Natural Gas Act by a reference in the 
Internal Revenue Code; it is unreasonable to read 
Section 167 as a mandate reducing the Commission’s 
responsibility to fix fair rates according to its usual 
ratemaking policies in favor of the consumer. Jd. 


The Natural Gas Act has given the Commission effective 
powers for the protection of the consumer, and there is no 
reason to think that Congress in 1969 intended to diminish 
those powers. The Commission has an affirmative obliga- 
tion to use those statutory powers to ‘‘protect the consumer 
interests against exploitation at the hands of the natural 
gas companies.’’*® This protection is designed to effectuate 
the 


intention of Congress that natural gas shall be sold in 
interstate commerce . . . at the lowest possible 
reasonable rate consistent with the maintenance of 
adequate service in the public interest 


and to 


afford consumers a complete, permanent and effective 
bond of protection from excessive rates and charges. 


6 Federal Power Comm. v. Hope Natural Gas Co., 320 U.S. 591, 612, 88 
L.Ed. 333, 351, 64 S.Ct. 281. 
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Atlantic Ref. Co. v. Public Serv. Comm. of New York, 
360 US 378, 388, 3 L Ed2d 1312, 1319, 79 SCt 1246. 


In Alabama-Tennessce and Midwestern, the Commission 
moved affirmatively to make its powers effective, and it 
was solidly affirmed in both instances. In the present case, 
the Commission takes a different approach entirely, 
assumes a protective attitude toward its client industry, 
and speaks of being ‘‘powerless to vitiate the rights’’ of 
the pipelines. Yet these rights as to which it is now so 
powerless are virtually identical to those with which it 
effectually dealt in Midwestern—the privilege to elect 
straight-line depreciation, at the expense and to the detri- 
ment of consumers. 


The Commission is not at liberty to neglect its duty 
toward consumers by an inadequate assessment and use 
of its statutory powers. Where it has not been sufficiently 
diligent in protecting consumer interests against excessive 
rates, it has been reversed. Atlantic Refining Co. v. Public 


Service Comm. of New York, 360 US 378, 3 L Ed2d 1312, 
79 SCt 1246 (1959). 


The Commission’s construction of the Tax Reform Act 
of 1969 as requiring, directly, a change in its rate-making 
policies with respect to new expansion property and, in- 
directly, a change in such policies relative to all depreciable 
properties, is manifestly erroneous. There is every indica- 
tion that Congress did not intend for the new Act to raise 
utility rates or to revise existing utility depreciation 
methods. There is no evidence that Congress intended to 
amend the Natural Gas Act or the Commission’s powers 
thereunder. 
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IL 


THE INSTANT PROCEEDING IS A RULE-MAKING PROCEEDING 
UNDER THE ADMINISTRATIVE PROCEDURE ACT AND 
REQUIRED NOTICE OR HEARING BEFORE THE RULE WAS 
PROMULGATED, 


The direct Commission precedent for the action taken 
by Order No. 404 is the action of the Commission when 
it made a precisely similar ruling the first time it considered 
the problem of accounting and rate-making treatment of 
liberalized depreciation. When the Commission instituted 
normalization in 1957, it initiated a rulemaking Docket 
No. 158, gave the notice and held the hearing required by 
the Administrative Procedure Act, 5 USC § 533. The final 
order was issued pursuant to those proceedings in 19 FPC 
826. 


When the Commission purported to change its policy, it 
did so in an adjudicative proceeding, Alabama-Tennessee 
Natural Gas Company, 31 FPC 208. It was already well- 
established that an administrative commission could make 
such a decision in an adjudicative proceeding without 
violation of the Administrative Procedure Act. Securities 
and Exchange Commission v. Chenery, 332 US 195, 91 L Ed 
1995, 67 SCt 1575. Accordingly, the court on appeal over- 
ruled the contentions as to procedural deficiencies in the 
Alabama-Tennessee case. However, in that case, the Com- 
mission, realizing the far-reaching importance of the 
issue, was careful to publish in advance the fact that it 
was considering the proposed treatment of accelerated 
depreciation, and it permitted intervention as amicus curiae 
by all parties who might have an interest in the outcome 
of the proceeding. 


Finally, the Commission again used the rulemaking pro- 
cedure prior to incorporating its change in tax depreciation 
policy into an amendment to the Uniform System of 
Accounts, and instituted for that purpose Docket No. R-264, 
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publishing the notice in Volume 29 of the Federal Register 
at page 3792 on July 7, 1964. 


Thus, in the past, every time the Commission has con- 
sidered this issue, it has used either adjudicative or rule- 
making proceedings, and even where it used the former 
method of procedure, it was careful to give the parties 
affected an opportunity to participate in the making of the 
decision. 


By contrast, in the present proceeding the Commission, 
without notice or forewarning, suddenly issued Order No. 
404, accomplishing by a so-called ‘Policy Statement’’ 
exactly the same result which it had earlier accomplished 
by rulemaking proceedings. 


The Commission’s conclusion was not merely a pro- 
eedural matter, but one which vitally affects substantive 
rights of the pipelines and their customers, and one which 
is based exclusively upon the Commission’s interpretation 
of a statute. It is a part of the same issue which was 
actually before the Commission and was adjudicated in 
Opinion No. 578 in Texas Gas Transmission Corporation, 
which is a companion case to this one. Moreover, as shown 
by the Texas Gas case, the specific rule change made by 
Order No. 404 has already been treated by the Commission 
as leading inevitably to a far more drastic change in policy 
which affects, not just the post-1969 properties, but all of 
the properties of all regulated utilities, and which will 
therefore add scores, if not hundreds, of millions of dollars 
per year to the gas rates paid by consumers all over the 
country. 


This action of the Commission falls within the same 
category as the order of the Commission which was re- 
versed in Texaco, Inc. v. FPC, 412 F2d 740 (CA3, 1969). 
In that docket the Commission has established by order 
the rate of interest to be paid on refunds of excess charges 
by natural gas producers, and the order was issued with- 
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out notice or hearing as a ‘‘general policy statement’’ 
under 5 USC § 553 (b)(A). The Court held that: 


. a ‘‘general statement of policy’’ is one that does 
not impose any rights and obligations on an operator, 


and that the order then before the Court was one which 


. adopts a substantive rule imposing such rights 
and obligations, which an operator has the burden of 
proving should not apply in any waiver or similar 
proceeding. (412 F2d at 744) 


The instant order immediately confers the right upon 
all pipelines which have exercised the option provided in 
Section 441 (a) (4)(A) of the Tax Reform Act of 1969 (83 
Stat. 487, 625) to change from flow-through accounting to 
normalization method for computing federal income tax 
in their accounts, and it announces that ‘‘such normalization 
will also be permitted for rate making purposes.’’ (R 4). 
There can be no question but that this is a decision of a 
substantive issue having immediate and far-reaching 
practical effects. In the companion Texas Gas case the 
Commission held that this very rule created a situation 
which required normalization with respect to all of Texas 
Gas’ property, thereby increasing Texas Gas’ total cost 
of service and rates by $4,400,000. 


Since the Commission’s use of the ‘‘policy statement”? to 
make this change in its policy violates its own precedents, 
purports to reflect a change in the governing statutes, and 
directly and substantially affects the costs of service of all 
regulated utilities, it cannot be justified as an exception 
to the procedural rulemaking requirements of the Adminis- 
trative Procedure Act, and the failure to provide the 
requisite notice and opportunity for participation in the 
rulemaking process is a violation of the requirements of the 
Administrative Procedure Act. 
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CONCLUSION 


Wuererore, for all of the above reasons Petitioner prays 
that the Commission’s Orders Nos. 404 and 404-A be 
reversed, or in the alternative, that the cause be remanded 
to the Commission for the purposes of procedures required 
by the Administrative Procedure Act. 


Respectfully submitted, 


Grorce E. Morrow 
Union Planters National 
Bank Building 
Memphis, Tennessee 38103 


REUBEN GOLDBERG 
1250 Connecticut Avenue 
Washington, D. C. 20036 


Attorneys for Petitioner, 
Memphis Light, Gas and 
Water Division. 
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APPENDIX A 


UNITED STATES OF AMERICA 
FEDERAL POWER COMMISSION 


(18 C.F.R. 2.12, 2.67] 


Before Commissioners: John N. Nassikas, Chairman; 
Lawrence J. O’Connor, Jr., Carl E. Bagge, John <A. 
Carver, Jr., and Albert B. Brooke, Jr. 


Caleulation of Taxes for Property of Public Utilities Li- 
censees and Natural Gas Pipeline Companies Con- 
structed or Acquired After January 1, 1970 


Docket No. R-387 
Order No. 404 
Statement of Policy 
(Issued May 15, 1970) 


Section 441 of the Tax Reform Act of 1969, 83 Stat. 487, 
et seq., which relates to depreciation allowance for regu- 
lated industries provides, in substance, the following with 
respect to certain types of public utility property, includ- 
ing property of electric and natural gas pipeline com- 
panies: 


(a) If straight-line depreciation is presently being 
used, it must continue to be used for existing property 
or property in the hands of a utility at any time be- 
fore January 1, 1970; for property constructed or ac- 
quired thereafter the utility may continue on the 
straight-line method, or it may change to a liberalized 
method providing it follows a normalization method 
of accounting; 


(b) If a normalized method has been used it may 
continue to be used both for existing property and for 
property constructed or acquired after January 1, 
1970; or the utility may change to straight-line de- 
preciation for both kinds of property; and 
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(c) If the flow-through method of accounting is 
presently being used it may continue to be used for 
both existing and new property; however, for prop- 
erty constructed or acquired after January 1, 1970, 
to the extent to which such property increases the 
productive or operational capacity of the utility and 
is not a replacement of existing capacity, the utility 
may elect within 180 days of the enactment of the 
Act to change to a straight-line method, or, if per- 
mitted to do so by the appropriate regulatory au- 
thority, to a normalization method. 


We should, therefore, determine whether it is appro- 
priate to permit a normalization method of accounting for 
property as to which the election described in subpara- 
graph (¢) above may be exercised. Normalization re- 
sults in a sharing of such tax benefits by consumers and 
regulated companies. Accordingly, in light of the above 
described changes in the Internal Revenue Code, it is in 
the public interest, as to property as to which such elec- 
tion is made, that electric and natural gas pipeline com- 
panies regulated by the Commission be permitted to em- 
ploy a normalization method in their accounts and annual 
reports, as well as for ratemaking purposes.’ It will re- 
main our policy as decided in Alabama-Tennessee Natural 
Gas Co., 31 FPC 208, modified 31 FPC 928 (1964), af- 
firmed, sub nom. Alabama-Tennessee Natural Gas Co. Vv. 
F.P.C., 359 F.2d 318 (CA5), certiorari denied, 385 U.S. 
846 (1966), to deduct the balances in Account No. 282 of 
the Uniform System of Accounts from rate base and not to 
consider such balances as part of capitalization in rate 
proceedings before the Commission. 


1 This policy statement does not purport to decide either the ratemaking or 
accounting issues with respect to property constructed or acquired prior 
to January 1, 1970, on which liberalized depreciation is now being taken 
and flow-through accounting is being used. These issues will be decided 
in a future proceeding. 
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Regulated Companies which file an election with the In- 
ternal Revenue Service pursuant to § 441, supra, should 
file a copy with this Commission. 


The Commission finds: 


(1) It is appropriate and necessary for carrying out the 
provisions of the Federal Power Act and the Natural 
Gas Act that electric and natural gas pipeline companies 
be permitted to employ normalization accounting for 
liberalized depreciation for property constructed or ac- 
quired after January 1, 1970, to the extent which such 
property increases the productive or operational capacity 
of the utility and is not a replacement of existing capacity, 
if the election permitted by Section 441 (a)(4)(A) of the 
Tax Reform Act of 1969 has been exercised. 


(2) Since the statement issued herein concerns a matter 
of general policy, compliance with the provisions of 5 
U.S.C. 553, relating to notice and hearing is unnecessary 


and the statement may be made effective upon issuance. 
The Commission, acting pursuant to authority granted by 
the Federal Power Act, as amended, particularly Sections 
205, 206, 301, 302, 304 and 309 thereof (49 Stat. 851, 852, 
854, 855, 858; 16 U.S.C. 824d, $24e, 825, 825a, 825c, 825h), 
and by the Natural Gas Act, as amended, particularly 
Sections 4, 5, 8, 9, 10 and 16 thereof (52 Stat. 822, 823, 
825, 826, 830; 76 Stat. 72; 15 U.S.C. 717, 717d, 717g, 717h, 
717i, 7170), orders: 


(A) Part 2, General Policy and Interpretations, Sub- 
chapter A, Chapter I of Title 18 of the Code of Federal 
Regulations is amended by adding a new Section 2.12, 
entitled ‘‘Caleulation of Taxes for Property of Public 
Utilities and Licensees Constructed or Acquired after 
January 1, 1970,’’ as follows: 

$2.12 Calculation of Taxes for Property of Public 
Utilities and Licensees Constructed or Acquired 
After January 1, 1970 
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Pursuant to the provisions of Section 441(a) (4) (A) 
of the Tax Reform Act of 1969, 83 Stat. 487, 625, pub- 
lic utilities and licensees regulated by the Commission 
under the Federal Power Act which have exercised 
the option provided by that section to change from 
flow through accounting will be permitted by the 
Commission, with respect to liberalized depreciation, 
to employ a normalization method for computing fed- 
eral income taxes in their accounts and annual reports 
with respect to property constructed or acquired after 
January 1, 1970, to the extent with which such prop- 
erty increases the productive or operational capacity 
of the utility and is not a replacement of existing 
capacity. Such normalization will also be permitted 
for ratemaking purposes to the extent such rates are 
subject to the Commission’s ratemaking authority. 
As to balances in Account No. 282 of the Uniform 
System of Accounts, ‘‘Accumulated deferred income 
taxes—liberalized depreciation,’’ it will remain the 
Commission’s policy to deduct such balances from rate 
base in rate proceedings. (Secs. 205, 206, 301, 302, 
304, 309; 49 Stat. 851, 852, 854, 855, 858; 16 U.S.C. 
824d, 824e, 825a, 825e, 825h.) 


(B) Part 2, General Policy and Interpretations, Sub- 
chapter A, Chapter I of Title 18 of the Code of Federal 
Regulations is amended by adding a new section 2.67, en- 
titled, ‘‘Caleulation of Taxes for Property of Pipeline 
Companies Constructed or Acquired after January 1; 
1970,’’ as follows: 


§ 2.67 Calculation of Taxes for Property of Pipeline 
Companies Constructed or Acquired After January 
1, 1970 
Pursuant to the provisions of Section 441(a) (4) (A) 

of the Tax Reform Act of 1969, 83 Stat. 487, 625, na- 

tural gas pipeline companies which have exercised the 
option provided by that section to change from flow 
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through accounting will be permitted by the Commis- 
sion, with respect to liberalized depreciation, to em- 
ploy a normalization method for computing federal 
income taxes in their accounts and annual reports with 
respect to property constructed or acquired after 
January 1, 1970, to the extent to which such property 
increases the productive or operational capacity of 
the utility and is not a replacement of existing ca- 
pacity. Such normalization will also be permitted for 
ratemaking purposes. As to balances in Account No. 
282 of the Uniform System of Accounts, ‘‘Accumu- 
lated deferred income taxes—liberalized deprecia- 
tion,’’ it will remain the Commission’s policy to de- 
duct such balances from the rate base of natural gas 
pipeline companies in rate proceedings. (Sees. 4, 5, 
8, 9, 10, 16; 52 Stat. 822, 823, 825, 826, 830: 76 Stat. 
72; 15 U.S.C. 717e, 717d, 717g, 717h, 717i, 7170.) 


(C) The policy statement herein adopted shall be ef- 


fective upon the issuance of this order. 


(D) The Secretary shall cause prompt publication of 
this order to be made in the Federal Register. 
By the Commission. 
(SEAL) 


Gordon M. Grant, 
Secretary. 


Order No. 404-A 
Order Denying Rehearing 
(Issued July 9, 1970) 


On June 12, 1970, applications or petitions for rehear- 
ing of the Commission’s Order No. 404, issued May 15, 
1970, were filed by American Public Gas Association 
(APGA); Memphis Light, Gas & Water Division (Mem- 
phis); and Tennessee Valley Municipal Gas Association 
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(Tennessee Valley). In that order we announced the gen- 
eral policy that electric and natural gas pipeline companies 
will be permitted to employ normalization accounting for 
liberalized depreciation for property constructed or ac- 
quired after January 1, 1970, to the extent to which such 
property increases the productive or operational capacity 
of the utility and is not a replacement of existing ca- 
pacity, if the election permitted by Section 441(a) (4) (A) 
of the Tax Reform Act of 1969 has been exercised. Such 
normalization will, we said, also be permitted for ratemak- 
ing purposes to the extent such rates are subject to the 
Commission’s ratemaking authority. 


The specifications of errors of Memphis and Tennessee 
Valley are identical and will be referred to herein as 
Tennessee Valley. 


The petition of Tennessee Valley contends that Order 
No. 404 is unlawful because: 


(1) it was adopted without notice or opportunity for 
hearing and is a denial of due process of law; 


(2) it lacks essential and adequate findings of fact; 


(3) it requires customers to contribute capital to the 
pipeline; and 


(4) the conclusion that normalization results in a shar- 
ing of benefits of liberalized tax depreciation by 
regulated companies and consumers is erroneous. 


In Section 441(a) (4) (A) of the Tax Reform Act of 1969, 
Congress gave natural gas pipeline companies, among 
others, the absolute right to change from accelerated tax 
depreciation with flow-through to straight-line tax depre- 
ciation with respect to specific properties. Regulatory 
agencies, including this Commission, are powerless to vi- 
tiate that right by imputing the use of liberalized depre- 
ciation with flow-through and flowing the benefits thereof 
through to customers. The only other option open to a 
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natural gas pipeline company making the election under 
Section 441(a)(4)(A) is liberalized depreciation with nor- 
malization if such normalization is permitted by the appro- 
priate regulatory authority. Under these circumstances the 
Commission was faced squarely with the question of 
whether it should require companies, which exercised the 
right, to remain on straight-line or whether it should, in 
the public interest, permit such companies to revert back to 
liberalized depreciation with normalization. Any argu- 
ment, under these conditions comparing the merits of flow- 
through and normalization tax accounting methods is irrele- 
vant since the only available choice is between normaliza- 
tion and straightline. Order No. 404 recognizes the election 
provisions available under the Tax Reform Act of 1969 and 
reaffirms the essence of our previous finding that liberalized 
depreciation with normalization is preferable to straight- 
line. Northern Natural Gas Co., 25 FPC 431 (1961). 


Rates will, when a company initially uses liberalized de- 
preciation with normalization, be the same as they would 
have been if straight-line tax depreciation had been em- 
ployed. Additionally, we announced in Order No. 404 that 
we would continue our present policy of deducting the 
amounts in accrued tax deferral accounts from rate base. 
Hence, rather than a deprivation of property, Order No. 
404 reaffirms our resolve to extend to ratepayers, to the 
extent permitted by law, the benefits of the use of liberal- 
ized tax depreciation with normalization . 


The only factual findings necessary to Order No. 404 
are that Congress included in the Tax Reform Act of 1969 
a provision granting natural gas pipeline companies, 
among others, the absolute right to change from liberalized 
depreciation with flow-through to straight-line and pro- 
hibited companies which exercised that right from return- 
ing to liberalized tax depreciation with flow-through. We 
are satisfied that Congress did include such provisions 
in the Tax Reform Act of 1969. 
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The use of straight-line depreciation eliminates the pos- 
sibility of tax deferrals to natural gas pipeline companies. 
On the other hand, liberalized depreciation with normaliza- 
tion may generate substantial tax deferrals. The benefits 
of these tax deferrals are shared, although admittedly not 
necessarily in equal proportions, by the company and its 
customers by treating such amounts as rate base deduc- 
tions. 


APGA cites alleged errors in Order No. 404 similar, in 
substance, to those advanced by Tennessee Valley and, 
in addition, asserts that Order No. 404 was not warranted 
by the Tax Reform Act of 1969. In addition to seeking 
rehearing, APGA petitions us to stay the effectiveness 
of that order pending final determination of this case. 


With respect to APGA’s assertion that Order No. 404 
was not warranted by the Tax Reform Act of 1969, APGA 
apparently reads more into the order than is there. APGA 
criticizes our abandonment of flow-through with regard to 
post-1969 expansion property as being not required by the 
Act. APGA is, in our opinion, quite right in stating that 
the abandonment of flow-through is not required by the 
Act, but APGA errs when it concludes that we abandoned 
flow-through for such property. Our first finding in Or- 
der No. 404 is: 


It is appropriate and necessary for carrying out the 
provisions of the Federal Power Act and the Natural 
Gas Act that electric and natural gas pipeline com- 
panies be permitted to employ normalization account- 
ing for liberalized depreciation for property con- 
structed or acquired after January 1, 1970, to the ex- 
tent to which such property increases the productive 
or operational capacity of the utility and is not a 
replacement of existing capacity, if the election per- 
mitted by Section 441(a)(4)(A) of the Tax Reform 
Act of 1969 has been exercised. [Emphasis supplied.] 
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The underlined language clearly indicates that Order No. 
404 is limited in its application to situations in which the 
company has exercised its statutory right to revert to 
straight-line for post-1969 expansion property. As to all 
other property, Order No. 404 in no way affects flow- 
through. 

APGA asserts further that our permission to use nor- 
malization will induce the industry to switch from flow- 
through at the direct expense of consumers. This is, of 
course, nothing more than unsupported conjecture and 
speculation. We do, however, summarily reject the implied 
suggestion that this Commission should refuse to inform 
companies, over whom we have been given regulatory ju- 
risdiction, of our general policy in respect to any matter 
of concern to them. 


The Commission finds: 

(1) Order No. 404 is a statement of general policy inter- 
preting the mandate of Congress; it does not independently 
create any rights, duties or obligations of natural gas pipe- 
line companies or their customers; and therefore, notice 
and opportunity for hearing thereon is unnecessary. 

(2) Substantial and adequate grounds for the adoption 
of Order No. 404 exist in Commission precedents and in 
the Tax Reform Act of 1969, and further hearings in this 
case would serve no useful purpose. 


(3) To stay the effectiveness of Order No. 404 is not in 
the public interest. 


The Commission orders: 


The applications for rehearing of Memphis and Ten- 
nessee Valley, and the petition for rehearing and stay of 
APGA are denied. 


By the Commission. 
(SEAL) 


Gordon M. Grant, 
Secretary. 
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APPENDIX B 


Laws of 91st Cong.—Ist Sess. 
Tax Reform Act of 1969 


* * * * * * 


SUBTITLE E—DEPRECIATION ALLOWED 
REGULATED INDUSTRIES; EARNINGS AND 
PROFITS ADJUSTMENT FOR DEPRECIATION 


Sec. 441. Pusirc Urmity Property. 


(a) In General.—Section 167 (relating to depreciation)’ 
is amended by inserting after subsection (k) (added by 
section 521) the following new subsection: 


“<(1) Reasonable Allowance in Case of Property of Cer- 
tain Utilities. — 
‘€(1) Pre-1970 public utility property.— 


‘<(4) In general.—In the case of any pre-1970 public 
utility property, the term ‘reasonable allowance’ as 
used in subsection (a) means an allowance computed 
under— 


‘<(i) a subsection (1) method, or 


“(ii) the applicable 1968 method for such property. 


Except as provided in subparagraph (B), clause (ii) 
shall apply only if the taxpayer uses a normalization 
method of accounting. 


‘«(B) Flow-through method of accounting in certain 
cases.—In the case of any pre-1970 public utility prop- 
erty, the taxpayer may use the applicable 1968 method 
for such property if— 


926 U.S.C.A, (I-R.C. 1954) § 167(k). 
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‘(i) the taxpayer used a flow-through method of 
accounting for such property for its July 1969 ac- 
counting period, or 


“*(ii) the first accounting period with respect to 
such property is after the July 1969 accounting 
period, and the taxpayer used a flow-through method 
of accounting for its July 1969 accounting period 
for the property on the basis of which the applicable 
1968 method for the property in question is estab- 
lished. 


‘*(2) Post-1969 public utility property.—In the case of 
any post-1969 public utility property, the term ‘reason- 
able allowance’ as used in subsection (a) means an allow- 
ance computed under— 

‘*(A) a subsection (/) method, 

“*(B) a method otherwise allowable under this sec- 
tion if the taxpayer uses a normalization method of ac- 
counting, or 

““(C) the applicable 1968 method, if, with respect to 
its pre-1970 public utility property of the same (or 
similar) kind most recently placed in service, the tax- 
payer used a flow-through method of accounting for its 
July 1969 accounting period. 


“(3) Definitions——For purposes of this subsection— 


“‘(A) Public utility property.—The term ‘public 
utility property’ means property used predominantly 
in the trade or business of the furnishing or sale of — 


“*(i) electrical energy, water, or sewage disposal 
services, 


“*(ii) gas or steam through a local distribution 
system, 


‘*(iii) telephone services, or other communication 
services if furnished or sold by the Communications 
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Satellite Corporation for purposes authorized by the 
Communications Satellite Act of 1962 (47 U.S.C. 
701), or 


“<(iv) transportation of gas or steam by pipeline, 
if the rates for such furnishing or sale, as the case may 
be, have been established or approved by a State or 
political subdivision thereof, by any agency or instru- 
mentality of the United States, or by a public service 
or public utility commission or other similar body of 
any State or political subdivision thereof. 


‘«(B) Pre-1970 public utility property.—The term 
‘pre-1970 public utility property’ means property which 
was public utility property in the hands of any person 
at any time before January 1, 1970. 

‘<(C) Post-1969 public utility property.—The term 
‘post-1969 public utility property’ means any public 
utility property which is not pre-1970 public utility 
property. 


‘‘(D) Applicable 1968 method.—The term ‘appli- 
cable 1968 method’ means, with respect to any public 
utility property— 


“¢(i) the method of depreciation used on a return 
with respect to such property for the latest taxable 
year for which a return was filed before August 1, 
1969, 


“¢(ii) if clause (i) does not apply, the method used 
by the taxpayer on a return for the latest taxable 
year for which a return was filed before August 1, 
1969, with respect to its public utility property of 
the same kind (or if there is no property of the same 
kind, property of the most similar kind) most re- 
cently placed in service, or 


‘‘(iii) if neither clause (i) nor (ii) applies, a sub- 
section (1) method. 
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In the case of any section 1250 property to which sub- 
section (j) applies, the term ‘applicable 1968 method’ 
means the method permitted under subsection (j) which 
is most nearly comparable to the applicable 1968 method 
determined under the preceding sentence. 


“‘(E) Applicable 1968 method in certain cases.—If 
the taxpayer evidenced the intent to use a method of 
depreciation (other than its applicable 1968 method or 
a subsection (J) method) with respect to any public 
utility property in a timely application for change of 
accounting method filed before August 1, 1969, or in 
the computation of its tax expense for purposes of re- 
flecting operating results in its regulated books of 
account for its July 1969 accounting period, such other 
method shall be deemed to be its applicable 1968 method 
with respect to such property and public utility prop- 
erty of the same (or similar) kind subsequently placed 
in service. 


““(F) Subsection (/) method.—The term ‘subsection 
(1) method’ means any method determined by the Sec- 
retary or his delegate to result in a reasonable allow- 
ance under subsection (a), other than (i) a declining 
balance method, (ii) the sum of the years-digits method, 
or (iii) any other method allowable solely by reason 
of the application of subsection (b) (4) or (j) (1) (C). 


““(G) Normalization method of accounting—In or- 
der to use a normalization method of accounting with 
respect to any public utility property— 


“‘(i) the taxpayer must use the same method of 
depreciation to compute both its tax expense and 
its depreciation expense for purposes of establishing 
its cost of service for ratemaking purposes and for 
reflecting operating results in its regulated books of 
account, and 
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“(ii) if, to compute its allowance for depreciation 
under this section, it uses a method of depreciation 
other than the method it used for the purposes de- 
scribed in clause (i), the taxpayer must make ad- 
justments to a reserve to reflect the deferral of taxes 
resulting from the use of such different methods of 
depreciation. 


‘<(H1) Flow-through method of accounting.—The tax- 
payer used a ‘flow-through method of accounting’ with 
respect to any public utility property if it used the 
same method of depreciation (other than a subsection 
(1) method) to compute its allowance for depreciation 
under this section and to compute its tax expense for 
purposes of reflecting operating results in its regulated 
books of account. 


“<(I) July 1969 accounting period.—The term ‘July 
1969 accounting period’ means the taxpayer’s latest 
accounting period ending before August 1, 1969, for 


which it computed its tax expense for purposes of 
reflecting operating results in its regulated books of 
account. 


For purposes of this paragraph, different declining bal- 
ance rates shall be treated as different methods of 
depreciation. 


«*(4) Special rules as to flow-through method.— 


““(A) Election as to new property representing 
growth in capacity.—If the taxpayer makes an election 
under this subparagraph within 180 days after the date 
of the enactment of this subparagraph in the manner 
prescribed by the Secretary or his delegate, in the case 
of taxable years beginning after December 31, 1970, 
paragraph (2) (C) shall not apply with respect to any 
post-1969 public utility property, to the extent that 
such property constitutes property which increases the 
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productive or operational capacity of the taxpayer with 
respect to the goods or services described in para- 
graph (3) (A) and does not represent the replacement 
of existing capacity. 


‘*(B) Certain pending applications for changes in 
method.—In applying paragraph (1) (B), the taxpayer 
shall be deemed to have used a flow-through method of 
accounting for its July 1969 accounting period with re- 
spect to any pre-1970 public utility property for which 
it filed a timely application for change of accounting 
method before August 1, 1969, if with respect to public 
utility property of the same (or similar) kind most 
recently placed in service, it used a flow-through method 
of accounting for its July 1969 accounting period. 


‘*(5) Reorganizations, assets acquisitions, ete—If by 
reason of a corporate reorganization, by reason of any 
other acquisition of the assets of one taxpayer by another 
taxpayer, by reason of the fact that any trade or business 
of the taxpayer is subject to ratemaking by more than one 
body, or by reason of other circumstances, the application 
of any provisions of this subsection to any public utility 
property does not carry out the purposes of this subsec- 
tion, the Secretary or his delegate shall provide by regu- 
lations for the application of such provisions in a manner 
consistent with the purposes of this subsection.’’ 


(b) Effective Date——The amendment made by subsection 
(a) shall apply with respect to all taxable years for which 
a return has not been filed before August 1, 1969. 
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Counterstatement of the issues presented 


Counterstatement of the case 


I. 


Argument: 


The Commission properly construed Sec- 
tion 441 of the Tax Reform Act of 1969 
and reasonably concluded that normali- 
zation was preferable to the use of 

straight line depreciation for all pur- 


Order No. 404 is a Statement of Policy 
based on an interpretation of the Tax 
Reform Act of 1969 and hence was properly 
issued without prior notice as permitted 
by2U.S.C. 553(b) (A) 


Conclusion 
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IN THE 
UNITED STATES COURT OF APPEALS 
FOR THE DISTRICT OF COLUMBIA CIRCUIT 


Nos. 24518, 24602 
Memphis Light, Gas and Water Division; 
Tennessee Valley Municipal Gas Association, et al. 
Petitioners 
Vv. 


Federal Power Commission, Respondent 


Texas Gas Transmission Corporation; American 
Public Gas Association, Interveners 


, ON PETITIONS TO REVIEW AN ORDER OF THE FEDERAL POWER COMMISSION 


BRIEF FOR THE FEDERAL POWER COMMISSION 


COUNTERSTATEMENT OF THE ISSUES PRESENTED 
1. Whether the Commission properly concluded that the 
provisions of Section 441 (a) (4) (A) of the Tax Reform Act of 
4 1969 permitting public utilities using liberalized depreciation 
* (also termed "accelerated depreciation") with flow through, for 
j ratemaking purposes to elect not to use that method were bind- 
¢ ing on the Commission. 


’ 2. Whether there was a rational basis for the Commission's 


decision to permit regulated utilities making that election to 
» use a normalization method of accounting with. respect to post- 


* 1969 expansion property. 


3. Whether the announcement of the Commission's decision 


was a general statement of policy and interpretation of statute 


within the meaning of Section 553(b) (A) of the Adminis- 


trative Procedure Act that could properly be issued without 
prior notice. 

This case has not been before this Court. 

REFERENCE TO RULINGS 

Under review here are Federal Power Commission orders 
Nos. 404 (R. 1-4), issued May 15, 1970, and 404-A (R. 73-76) 
issued July 9, 1970. 

COUNTERSTATEMENT OF THE CASE 

The Tax Reform Act of 1969, 83 Stat. 487, was signed 
by the President and became law December 30, 1969. Section 
441(a) (4) (A), App., infra, p. 25,provides that, with re- 
spect to "post-1969" public utility expansion aoe a 
taxpayer using flow-through accounting, i.e., taking liber- 
lized depreciation for tax purposes and reflecting the tax 
reduction in its utility rates, could, within 180 days after the 


date of enactment (i.e., before June 29, 1970), elect to 


1/ Section 441(a) (3) (B) and (C), defines post-1969 public 
utility property as public utility property which is not 
pre-1970 public utility property ("property which was public 
utility property in the hands of any person at any: time before 
January 1, 1970"). 

“Expansion" property is our shorthand for the specifica- 
tion in Section 441(a) (4) (A), of “property: which increases: 
the productive or operational capacity: of the taxpayer * * * 
and does not represent the replacement of existing capacity." 


abandon flow through. Upon exercise of the taxpayer's election, 
the flow-through method ceased to be a method resulting in a 
"reasonable allowance" for tax depreciation under Section 441 (a) 
(1) (A). The reasonable allowance could then be based only on 
the use of straight-line depreciation or on liberalized deprec- 
iation with normalized sone However, under the statute, 
regulatory agency authorization was a prerequisite to utiliza- 
tion of normalization. i 

on May 15, 1970, the Commission issued Order No. 404 (R. 
1-4) containing its Statement of Policy with respect to the new 
26 U.S.C. 167(1), Section 441(a) of the Act. The Commission 


recognized that, with respect to post-1969 expansion property, 


the utility using flow-through accounting could abandon that 


method and, upon doing so, would have. to use either straight- - 


line accounting or, with the Commission's permission, the 
normalization method (R. 1-2). The Commission restated what 
it had theretofore found to be the case, i.e., that "InJormali- 


zation results in a sharing of such. tax benefits by consumers: 


a 


2/ Under normalization, taxes for rate-making and regulatory 
accounting purposes are computed on the hasis of straight-line 
depreciation although for tax purposes liberalized depreciation 
is used; the difference between the tax that would have been. 
paid under straight-line depreciation and the actual tax hased 
on liberalized depreciation is put into a deferred-tax reserve 
account by the taxpayer. The Commission requires this: reserye 
to be deducted from the rate base and, as a result, the rates: 
are lower by the amount of the return thereon which. would he 
charged if the reserve were not deducted. See n. 3 
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ere, 
and regulated companies." Accordingly, it announced that 


electric and natural gas pipeline companies electing to abandon 
the flow-through method with respect to post-1969 expansion 
property in accordance with the statute would be permitted to 
use the normalization method with respect to such property, the 
tax reserve to be deducted from the rate base (R. 2-4). 

The Commission stated that "[sJince the Statement issued 
herein concerns a matter of general policy, compliance with the 
provisions of 5 U.S.C. 553, relating to notice and hearing is 
unnecessary" (R. 2-3). Accordingly it ordered that the state- 
ment be effective on issuance (R. 4). 

Applications for rehearing were filed (R. 7-39). In 
denying these (R. 73-76), the Commission pointed out that the 
new Act had deprived it of the power to impute liberalized 


depreciation with flow-through to a company that had elected 
4/ 
to abandon it. It added (R. 74): 


3/ The Commission had considered the matter in Northern Natural 
Gas Co., 25 FPC 431 (1961), and had concluded that the use of 
liberalized depreciation with normalization provided tax bene= 
fits not available under the straight-line method. These bene- 
fits were shared with the rate payers if a less-than-normal or 
zero rate of return was allowed on the tax reserve or if it 
were entirely deducted from the company's rate base. 25 
FPC at 438-441. The Commission permitted the tax reserve to 
be included in the rate base but limited the return thereon 
to 1.5 percent. 25 FPC at 438-439. But in Alabama-Tennessee 
Natural Gas Co., 31 FPC 208 (1964), affirmed sub nom. Alabama- 
Tennessee Natural Gas Co. v. F.P.C., 359 F. 2d 318 (CAS), certio- 
Yari denied, 385 U.S. 847 (1966), the Commission initiated the 
policy now in effect of deducting this reserve from the rate 
base so that no return on the reserve is included in the compa- 
ny's rates. 
4/ This had been done in Midwestern Gas Transmission Company: 
v. F.P.C., 388 F. 2d 444 (CA7), certiorari denied, 3 
928° (1968) . 
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* * * Under these circumstances the Commission 

was faced squarely with the question of whether 

it should require companies, which exercised the 
right, to remain on straight-line or whether it 
should, in the public interest, permit such compa- | 
nies to revert back to liberalized depreciation 
with normalization. Any argument, under these 
conditions comparing the merits of flow-through 
and normalization tax accounting methods is irrel-: 
evant since the only available choice is between | 
normalization and straight-line. Order No. 404 
recognizes the election provisions available under 
the Tax Reform Act of 1969 and reaffirms the essence 
of our previous finding that liberalized depreciation 
with normalization is preferable to straight-line. 
Northern Natural Gas Go., 25 FPC 431 (1961) . 


It said further (R. 75): 


The use of straight-line depreciation eliminates 
the possibility of tax deferrals to natural gas 
pipeline companies. on the other hand, libera-— 
lized depreciation with normalization may generate 
substantial tax deferrals. The benefits of these 
tax deferrals are shared, although admittedly not 
necessarily in equal proportions, by the company 
and its customers by treating such amounts as rate 
base deductions. 


Answering the argument of American Public Gas Association 
that Order No. 404 would actually induce the industry to 
abandon flow-through, the Commission stated (R. 75~76) + 


* * * This is, of course, nothing more than 
unsupported conjecture and speculation. We do, 
however, summarily reject the implied sugges— 
tion that this Commission should refuse to in- 
form companies, over whom we have been given 
regulatory jurisdiction, of our general policy 
in respect to any matter of concern to them. 


Finally, the Commission answered the contention that 


the order was not supported by factual findings (R. 74-75) : 


* * * The only factual findings necessary to 
Order No. 404 are that Congress included in the 
Tax Reform Act of 1969 a provision granting na- 
tural gas pipeline companies, among others, the 
absolute right to change from liberalized depre- 
ciation with flow-through to straight-line and 
prohibited companies which exercised that right 
from returning to liberalized tax depreciation 
with flow-through. We are satisfied that Con— 
gress did include such provisions in the Tax Re- 
form Act of 1969. 


ARGUMENT 
THE COMMISSION PROPERLY CONSTRUED SECTION 441 
OF THE TAX REFORM ACT OF 1969 AND REASONABLY 
CONCLUDED THAT NORMALIZATION WAS PREFERABLE TO 
THE USE OF STRAIGHT LINE DEPRECIATION FOR ALL 
PURPOSES . 

Prior to the adoption of the Tax Reform Act of 1969, 
the Commission with judicial approval, had held that the 
rates of natural gas pipelines using liberalized depreciation 
for tax purposes under Section 167 of the Internal Revenue 
Code should reflect the same taxes for rate purposes, 
thereby flowing through to the ratepayers the tax reductions 


resulting from use of Section 167. Aiabama-Tennessee 


Natural Gas Co. v. F.P.C., 359 F.2d 318 (CA5), certiorari 


denied, 385 U.S. 847 (1966); Cit of Chicago v. F.P.C., 


128 U.S. App. D.C. 107, 385 F. 2d 629 (1967), certiorari 
denied sub nom. P.S.C. of Wisconsin v. F.P.C., 390 U.S. 

945 (1968). In so doing, it had rejected the claim of various 
pipelines using liberalized depreciation for tax purposes that 
they should have been permitted to normalize, i.e., to fix 


their rates as if they were using straight line depreciation 


for tax purposes. Moreover, in Midwestern Gas Transmission Co. 


v. F.P.C., 388 F.2d 444 (CA7), certiorari denied, 392 U.S. 
928 (1968), the Commission, prior to the 1969 Tax Reform Act, 
had been upheld in its decision that the rates of two pipe- 
lines that had switched from liberalized depreciation to 
straight line for tax purposes should continue to be fixed 
‘as if they had not switched and the tax reductions resulting 


from use of liberalized depreciation to be flowed through. 
5/ 
A. The basic issue here is whether the Commission 


5/ While we believe that. the present order is reviewable 
under Section 19(b) of the Natural Gas Act, 15 U.S.C. 717xr(b), 
it is incumbent upon us to point out that our position seems to 
be in conflict with this Court's decisions in United Gas Pipe 
Line Co. v. F»P»C., 86 U.S. AppDC 314, 181 F. , certio-— 
Yari denied, 340 U.S. 827 (1950), and Wisconsin v. F.P.C., 

110 U.S. AppDC 260, 292 F. 2d 753 (1961). in United, this 
Court held that not all orders were reviewable under Section 
19(b), but only those resulting from a quasi-judicial pro- 
ceeding involving a formal hearing record. In Wisconsin, the 
Court found United controlling but specifically based its 
decision on the ground that petitioners there were not “parties 
to a proceeding within the meaning of the statute." 110 U.S. 
AppDC at 261, 292 F. 2d at 754. This view was cited with ap— 
proval in other cases in which jurisdiction was also found 
lacking because of the absence of aggrievement. See, €.g., 
Magnolia Petroleum.Co. v. F.P.C., 236 F. 2d 785 (CA5, 1956) , 
certiorari denied, 352 U.S. 968 (1957)? Sun-Oil Co. v. F.P.C., 
304 F. 2a 293 (CA5), certiorari denied, 371 U.S. 861 (1962); 
Texaco, Inc. v- F.P.C., 317 F. 2d 796, 802-803 (CA 10 1963), 
certiorari on this issue denied sub nom. Pan American 
Petroleum Corp. v. F.P.C., 377 U.S. 922 (1964). 


Nevertheless, this Court has recently modified the United 
rationale that only a trial court is capable of reviewing orders 
issued without a hearing record. Environmental Defense Fund, 
Inc.v. Hardin, U.S. AppDC _, 428 F. 2d 1093 (1970). 
Indeed, Chief Judge Bazelon, the author of both opinions, ob= 
served that as to United "the matter does not appear to me now 
as it appears to have appeared to me then." Hardin, ni 27, 428 


F. 2d at 1099. See also Citizens for Allegan County v. F.P.C., 
134 U.S. App. DC 229, 414° F. 2d 1125 (1969); Pan American 
Petroleum Corp. v. F.P.C., 352 F. 2d 241 (CA1Q, 1965). 
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correctly read the 1969 Tax Reform Act as depriving it of 

the power, exercised in Midwestern, supra, to impute the 

use of liberalized depreciation for rate purposes to a 

utility making the election, under Section 441 (a) (4) (A), to 
abandon flow through. That section permitted utilities to 
make an election, within 180 days after its enactment, not 

to use flow through accounting with respect to post-1969 
expansion utility property even if flow through had previously 


been used for comparable property by the utility. 


Petitioners contend that this new election provision 


is no more binding on the Commission than the option all 
taxpayers, including utilities, have always had under 
Section 167(e) to switch from liberalized depreciation for 
tax purposes to straight line depreciation. But that 
reading of the new provision, which supplements, but does 
not replace the election provisions of Section 167(e), would 
render meaningless Congress' deliberate addition of a new 
‘right of election granted solely to regulated utilities. 

In Alabama=Tennessee the court had pointed out (359 F. 
2a at 329-332,' 335) that the legislative history of the 1954 
tax law, which originated liberalized depreciation, did not 
indicate that Congress had specifically considered the impact 
of the tax provisions on regulated companies or intended to 
modify the discretion of regulatory agencies. By contrast, it 
is plain from the face of Section 441 of the 1969 Tax Reform 


Act, which was! written by a Congress fully aware of the 
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judicial construction of the existing provisions 

this provision was specifically geared to the regulatory 
context. The 180-day election provision at issue here is 
itself an option not to use "a flow-through method 'of account— 
ing'", a concept which is defined in subsection (a) (3) (BD in 


regulatory terms. 


Congress' purpose to make the new election binding on 


the regulatory agencies is also indicated by the fact that 

the consequence of the new election, under the express pro- 
vision of Section 441(a) (4) (A), is to make a depreciation 
deduction computed by flow-through method no longer accept- 
able as a “reasonable [depreciation] allowance" for that 
utility's properties for tax purposes. Section 441 (a) (2) (C) . 
Thus, if the Commission imputed flow through to a utility 

that had elected to abandon it under the new 180-day-election 
provision, the Act is so designed as to prevent the utility 
from reverting to liberalized depreciation with flow through. 
Hence, such a utility would be placed in the position of 
continually paying taxes in amounts higher than those included 
in its rates. While a utility's improvident transactions 
might warrant such a result, it is difficult to accept a reading 
of the statute as permitting entrapment of the utilities rather 


than giving them the right to make a hinding election. 


6/ See, @.g-, Hearings, House Committee on Ways: and Means, 
9lst Cong., lst Sess., on Tax Reform, Part 10, pp. 3539-3541, 
3550-3556 (testimony by former PPC Chairman White). 
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If there were any doubt on this score, the legislative 
history makes clear the Congressional intent to preclude 
the imputation of the use of flow through in those cases 
where the 180-day election was exercised. Petitioners 
mistakenly rely on the fact that the reform provisions 
passed by the House would have precluded regulated utilities 
using liberalized depreciation with flow through from switch- 
ing to a different depreciation method for regulatory pur- 


poses without regulatory approval. For the Senate Report 


expressly states, infra, pp. 12-13, that the 180-day provision 


was intended to enable utilities to make such a switch on all 
their properties, old and new, and the conference report 
adopted this Senate approach, but limited it to new properties 
alone. 

More specifically, the tax reforms as originally passed 
by the House, H.R. 13270, 91st Congress, First Session, did 
not contain the election provision now in Section 441(a) (4) (A). 
The bill merely provided, in what was then Section 451(a) (3), 
that on new public utility property of the same kind as that 
with respect to which the utility was using liberalized deprec-- 
jiation with flow through, the utility was frozen to that method 
unless the regulatory agency permitted it to change (presumably 
either to straight line or normalization); on new property of a 
different kind or of the same kind as that on which the utility 
was using either straight line or normalized depreciation the 


utility could use the straight line method or, with the agency's 
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permission, liberalized depreciation with normalization;| and 
the agency could not require flow through. See H. Rep. No. 
91-413, pp. 132-133. The bill also precluded a switch from 
straight line to faster depreciation for existing public utility 
properties. i 

The report accompanying the bill as it came from the 
House Committee and as, in relevant respects, it was enacted 
by the House, generally explained that utilities were shifting 
from straight-line to accelerated depreciation, that regulatory 
agencies were requiring flow through and had even epeeed flow 
through to companies actually taking ‘straight-line depreciation, 
that liberalized depreciation with flow through results in less 
tax revenue to the Government than other methods of depreciation, 
and that the continuation of the trend to flow through would 
result in unacceptable losses of revenue. The Committee never— 
theless rejected the suggestion of the Federal Power Commission 
and others that utilities be completely foreclosed from using 
any depreciation method other than straight-line since it was 
felt that this would subject the utilities to an unfair compe- 
titive disadvantage in sales and attractiveness to investors 
and would result in widespread rate increases. Accordingly, 


"in general", the situation, including the need defined in 


cases like Midwestern, supra, for regulatory approval to switch 


from liberalized depreciation, was being frozen. H. Rep. No. 


91-413, pp. 132-133. 
The provisions of the House bill were, howeyer, significan= 
tly revised in the Senate. Apart from changing certain: 
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7/ 
definitions in respects not here relevant ~ and the section 


number in the bill from 451 to 441, the bill as approved by 
the Senate Committee and adopted by the Senate, provided that 
for post-1969 property the utility could use straight-line or 
normalized depreciation or liberalized depreciation with flow 
through if it was using that method for similar pre-1970 
property. A new subsection (4) was added, however, which provided, 
insofar as here relevant, that, for both pre-1970 and post-1969 
property, the utility, within 180 days after enactment of the 
law, could elect to abandon flow through. Of this change 
S. Rep. No. 91-552, p. 8, said, "[g]enerally, companies already 
on 'flow through' cannot change without permission of the 
regulatory agency, but the Committee amendments permit such a 
company to elect within a 180-day period to shift, to the straight 
line methods with or without regulatory agency permission." 
Pointing out the principal area of difference with the House 
provisions in this respect, the report continued (S. Rep. pp- 
173-174) : 

* * * The amendments permit an election to be 

made within 180 days after the date of enact- 

ment of the bill for a utility covered by this 

provision to shift from the flow-through to 

the straight-line method, with or without the 

permission of the appropriate regulatory agency, 

or permit it with the permission of the regu- 

latory agency to shift to the normalization 


method (that is, to come under general rules 
of the bill). 


V/ "[E]xisting property" and “new property” were changed re- 
spectively to "pre -~ 1970 property" and "post-1969 property." 


This election applies both as to the new and 
existing property. In order to provide sufficient 
time for the regulatory agency to authorize an 
electing company to change its books from flow- 
through to normalization and to use normalization 
in computing the rates charged to the company's 
customers, the bill provides that the election 
will take effect at the start of the company's 
first taxable year beginning after December 31, 
1970. If the books and rates have been conformed 
to normalization by then, the company may 
continue to use accelerated depreciation so 
long as it continues to normalize; if not, 
the company must use only straight line de- 
preciation. Since the company would no longer 
be permitted to use accelerated depreciation 
(unless the agency later permits it to nor- 


malize), the agency would not be able to im-— 
pute the use of accelerated depreciation with 
flow-through. In other words, a company that 
makes this election would be under the general 
rule of the bill after its election takes ef- 
fect. [Emphasis supplied]. 


The bill went to conference where the availability of 


the election was limited, as in the law as enacted, only to 


post-1969 expansion property. The Conference Report No. 
91-782 explained (pp. 312, 313) that the Senate hill was 3 
general being adopted though the 180-day election in the, 
Senate version "is modified to apply to new property and not 
to replacement property." See 115 Cong. Rec. 40667-40668 
(1969). This plainly meant that the Senate explanation for 
the 180<day election was controlling as to the properties 
covered. : 

It seems clear therefore that Congress intended hoth to 
give practical effect to the election which it allowed and not 


to permit the regulatory agency: to nullify the right or turn 


it into an entrapment by imputing flow through to the company 
exercising the right. Since normalization and flow through are 
mutually exclusive, it is incontestible that the statutory pro- 
vision permitting a company that makes the specific election to 
use straight-line or liberalized depreciation only with normali- 
zation necessarily precludes the imputation of flow through by 
the agency. 

Petitioners" assertions that the Tax Reform Act of 1969 
did not restrict the regulatory authority, exercised in Alabama 
Tennessee Natural Gas Co. v. F.P.C., 359 F. 2d 318 (CAS), 
certiorari denied, 385 U.S. 847 (1966), to require flow through 


if the utility was using liberalized depreciation, or in 


Midwestern, supra, to impute flow through if the company 


abandoned liberalized depreciation, are based entirely on 
the House bill, completely disregarding the crucial changes 
made in the Senate and in the final enactment. Furthermore, 


Memphis, in recognition of the need to give meaning to 


8/ The Summary by the Staff of Joint Committee an Internal 
Revenue Taxation, cited at p. 11 of the Memphis brief in No. 
24518, expressly states that it is a summary of the bill "(as 
passed by the House of Representatives)". In any event com- 
pare the statement quoted by Memphis, with respect to the 
freezing of the ‘regulatory situation, with the statement in 
Senate Report No. 91-552, p. 176: 


"Revenue effect.--The revenue increases under these amend- 
ments are estimated at $60 million in 1970, $260 million in 
1974, and $310 million in 1979. This does not take into ac- 
count any possible elections of those on flow through to shift, 
within a 180-day period, to straight line or normalization (if 
permitted by their regulatory agency) with respect to both fu- 
ture and existing property, since it is not possible to know 
how many will make such an election." 
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the new 180-day election different from the continuing election 
provision of Section 167(e), asserts (No. 24518, Br. p. 12) 
that heretofore a utility on flow through could, without the 
necessity for permission from Internal Revenue, change only to 
the straight-line method, whereas under the new Act it has "an 
indefinite range of alternative depreciation methods." The 
suggestion that the mountainous labors of Congress produced 
this small mouse is not persuasive. Not a word is said in 

the legislative history to indicate that such a purpose was 
contemplated. The Senate Report 2/ uses the term "straight— 
line" method throughout, as for example, at Pp. 173, “The 
taxpayer is permitted to elect straight line Aepreciation as 
to this new property. If the taxpayer seeks to use acceler— 
ated depreciation, the regulatory agency may permit it to 
normalize; if the regulatory agency does not, the taxpayer 
must use straight-line depreciation." 20/ The report further 
states, "When the term straight-line depreciation is used in 


the above description (and also with regard to the earnings 


and profits and the real estate depreciation provisions, 


described below) it is intended to encompass also other ratable 


i a 
9/ The language, a "subsection (1) method," was written into 
Ehe bill in the Senate. 


10/ See United States Tax Briefs, No. B70-6, Subject File 

No. AA 3910, Arthur Andersen & Co., p. 3, "Essentially, | the 
subsection (1) method is the straight-line method. [imphasis 
in original] 


methois such as units of production and machine hours [11/] 


(but not the so-called "forecast of income" method)." Never— 


theless, as pointed out by Arthur Andersen & Co. (See n. 10), 


essentially what is involved is the straight-line method. On 
the other hand, the legislative history of the 180-day elec— 
tion, as we have discussed, is replete with evidence of the 
Congressional intent to insulate the utilities from the possib- 
ility of being forced to adhere to flow-through or having it 
imputed to them. 

B. We submit that the Commission's reading of the statute 
is correct and it was plainly justified in concluding that 
pipelines making the election not to use liberalized deprecia- 
tion with flow through should normalize rather than abandon 
use of liberalized depreciation altogether. Indeed, there is 
no challenge to the Commission's finding that both for the 
utility and the ratepayer use of liberalized depreciation for 
tax purposes, with normalization, is more advantageous than use 
of straight-line depreciation. For while the taxes for rate 
purposes are comparable, normalization provides the company 
with interest-free funds it can utilize to expand its plant 
while permitting more advantageous use of other financial 


ue 


1l1/ Use of these “other ratable methods" must be approved by 
the Secretary of the Treasury or his delegate. See Section 
441(a) (3) (F). 


resources; since the tax reserve resulting from normalization 
is deducted from the rate base, the ratepayer will pay lower 
rates, because of the lesser return (see n. 2 ) than if 


straight line depreciation were used and therefore there 


were no reserve to be deducted from the rate base. See 


Northern Natural Gas Co., supra, p- 47 Alabama Tennessee, 


supra, p. 4. 

Cc. Finally, the American Public Gas Association (Br. Pp. 
12) challenges the substance of Order 404 on the ground that 
its issuance encouraged companies using flow through to change 
to normalization. This is a pejorative, but also misleading, 
statement of the case. The real question is whether companies, 
without the assurance of normalization, would have changed to 
straight-line depreciation. The fact is that Midwestern Gas 
Transmission Company and East Tennessee Natural Gas Company 
did so prior to enactment of the Tax Reform Act of 1969. Many 
others might have done so had the Commission not imputed flow 
through. See the Midwestern case, supra. Indeed, in the 
proceeding involved in No. 24517, Texas Gas soqught to make 
such a switch prior to the new Act. That the assurance of 


normalization might turn out to be an added inducement cannot 


be denied. But the Commission was entirely correct in 
stating (R. 76): 


| 
We do, however, summarily reject the implied suggestion 
that this Commission should refuse to inform companies, 
over whom we have been given regulatory: jurisdiction, 
of our general policy in respect to any matter of con- 
cern to them. : 
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It seems clear to us that the companies were entitled to know 


what would be the consequences of their making the statutory 


election, particularly where the election was irreversible. 
12 


Supra, Pp. 9. at the very least, it must be said that there 
was a rational basis for the Commission's announcement of its 
policy. 

II ORDER NO. 404 IS A STATEMENT OF POLICY BASED 

ON AN INTERPRETATION OF THE TAX REFORM ACT OF 
1969 AND HENCE WAS PROPERLY ISSUED WITHOUT 
PRIOR NOTICE AS PERMITTED BY 5 U.S.C. 553(b) (A) 

Petitioners' contention that Order 404 is procedurally de- 
fective because’ it was issued without prior notice or hearing 
is also without merit. Order 404 is a statement of policy 
essentially based on an interpretation of Section 441 of the 
Tax Reform Act of 1969, so that, under the provision of 5 U.S.C. 
553 (b) (A), it was properly issued without notice or hearing, 
as the Commission expressly found (R. 2-3). 

As the discussion in Argument I, supra, shows, the policy 
stated in Order 404 rests on the Commission's interpretation | 
that, under the Tax Reform Act of 1969, utilities theretofore 
using flow through had an absolute right during the 180-day 
election period to abandon it for post-1969 expansion property 
without being subject to imputation of flow through by the Com- 


mission. Relying on that interpretation, the Commission stated 


12/ Order No. 404 was issued May 15, 1970, only six weeks 
before expiration of the time within which the election could 
be made. 


that it would, as a matter of policy, permit normalization to 
companies exercising the new election right since both the 
ratepayers and the regulated companies would be better served 
thereby. This is because, as the Commission had explained in 
Northern Natural Gas Co., 25 FPC 431 (1961), supra, p- 4, the 
reserves built up under normalization provide for the company 
a source of capital which is available for plant investment 
and, under Alabama-Tennessee, supra, P. 4, the ratepayer 
benefits because no return is allowed on the amount of the re- 
serves since they are deducted from the company's rate base. 
The advantages of normalization as opposed to straight line are 


not challenged. 


In these circumstances advance notice with opportunity to 


make submissions was neither required by the rulemaking pro- 
visions of the Administrative Procedure Act, nor would it have 
served any useful purpose. Interested persons might argue the 
correctness of the interpretation, as petitioners do here with 
respect to the Congressional purpose, but an opportunity to 
challenge interpretations before issuance by an administrative 
agency is not required by Section 553. Gibson Wine Co. v. 
Snyder, 90 U.S. AppDC 135, 194 F. 2a 329 (1952), Garelick 
Manufacture Co. v. Dillon, 114 U.S. AppDC 218, 313 F. 2a 899 
(1963). Significantly, petitioners have made no suggestion as 
to what they would have shown, apart from their contentions as 
to the statutory interpretation, if they had been afforded an 


opportunity to make a submission. And here there is no dispute 
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that the ratepayers on whose behalf petitioners present their 
cases are better off with normalization than straight-line. 
Petitioners' argument that the Commission has changed 


the policy it announced in Alabama=Tennessee Natural Gas Co. 


v. F.P.C., 359 F. 2d 318 (CA5), certiorari denied, 385 U.S. 
a 


847 (1966), is not correct. Only: those companies that made 
the election provided for by the Tax Reform Act of 1969 to 
abandon flow-through are affected hy Order 104. What 
petitioners refer to as a change in Commission policy isa 
statutory change which makes it impossible for the Commission 
to require flow-through except in the case of those companies 
that have been on flow-through and have not elected to abandon 
it. 

Similarly incorrect is petitioners' reliance on Texaco Inc. 
v. F.P.C., 412 F. 2a 740 (CA3, 1969), where the Commission, 
without prior notice, issued a regulation providing that there- 
after interest on rate refunds would he compounded monthly 
rather than being computed on a simple interest basis, as in 
the past. There the Court held that the regulation, which. 
the Commission at the time of issuance had expressly stated 


was substantive, had been improperly issued. 412 F. 2d at 742. 


13/ Transcontinental Gas Pipe Line Corp. is one of the companies 
that did not make the election. It is still using flow through. 
Docket No. RP71-31. , , 


See also 39 FPC at 412. Moreover, as the court noted, Commis- 
sion counsel could not, on review, rely on the exception in 
Section 553(b) (A) for "statements of policy", since the ome 
mission had not theretofore relied on that provision. 412 
F. 24 at 744, n. 9. These considerations apart, the switch 
from simple to compound interest was one involving many factual 
moorneeten as to which the court believed the agency 
should "educate itself" before establishing the rule. 412 F. 
2d at 744. | 
There are no such factors in the present case. Beyond 
the correctness of the interpretation of the Tax Reform Act, 
there was no need for further consideration as to what regula- 
tory policy would result in a lower rate for the ratepayers. 
For the impact of normalization compared to straight-line 
depreciation, the only choices open to the Commission, had 


been fully explored and determined in prior cases. ~ 


Petitioners also refer (Nos. 24517 and 24518, Brs. p. 16) 


to dictum in Texaco to suggest that the Commission's policy 
statement here, essentially interpreting Section 441 of the 
1969 Tax Reform Act, required prior notice because it had an 
immediate impact on ratepayers. On the contrary, there will 


be no impact on the ratepayers until new rates are filed by 


—<—_———<———_—<ouoweoOoOoO 


14/ To mention a few: current interest rates and trends; 
the impact on individual companies; the effect of increased 


contingent liabilities on the ability of the companies to 
acquire new equity or debt capital. 


the companies to reflect the tax change. That apart, however, 
this Court has made clear that the fact that interpretative 
rulings may have a significant economic consequence on affected 
persons does not alter the provisions of the Administrative 
Procedure Act excepting such statements and interpretative 
rulings from the need for prior notice. For example, in 

Gibson Wine Co. v. Snyder, supra, the Federal Alcohol Adminis- 
tration ruled that wine made from boysenberries could not be 
labeled "blackberry wine," reversing a ruling made some 9 months 
earlier. Judge Prettyman's opinion held that the ruling was 


interpretative and that a rulemaking proceeding had not been 


required. This was not to say that the interpretation was 


not subject to challenge, rather that a rulemaking proceeding 
15/ 
was not the appropriate forum therefor Ta 


ae 


15/ Reliance on National Motor Freight Traffic Association 

vy. United States, 268 F. Supp. 90, 3e (D.D.c. — three 

judges, 1967), affirmed, 393 U.S. 18 (1968),is also misplaced. 
There the Interstate Commerce Commission, after Congress had 
vested reparations authority in the courts in motor carrier 
cases, had announced an informal procedure for the restoration 
to shippers of past charges which were currently agreed by 

the carrier to have been illegal. This procedure did not 
relate to any substantive power specifically granted the 
Commission and Judge McGowan, for a three-judge court, held 
that a rulemaking proceeding was required to determine whether 
such authority existed and, if so, whether it should be 
exercised. In such a situation, the establishment of proced- 
ures was an integral part of a substantive determination that 
could not be made without notice and hearing. 


The Administrative Procedure Act and the exceptions to 


its requirements, like a number of other statutes, do not 
readily lend themselves to facile labels as determinants 
of their applicability. The question often is a very 


practical one, as here, of what purpose a rulemaking pro- 
16/ 
ceeding would have served” . 


16/ In the same sense, even if the Court should entertain 
some doubt as to whether the rulemaking procedure was required, 
assuming the correctness of the Commission's interpretations, 
what purpose would be served by a remand? See N.L.R.B. v. 


Wyman-Gordon Co., 394 U.S. 759, 766, n. 6 (1969). 


CONCLUSION 


Order No. 404 should be affirmed. 


Respectfully submitted, 


Gordon Gooch 
General Counsel 


Abraham R. Spalter 
Assistant General Counsel 
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SUBTITLE &--DEPRECIATION ALLOWED 
REGULATED INDUSTRIES; KARNINGS AND 
PROFITS ADJUSTMENT FOR DEPRECIATION 


Src. 441. Ponurc Uriary Prorerry. 


(a) In Gencral.—Section 167 (relating to depreciation) 
is amended by inserting after subsection (k) (added by 
section 521) the following new subsection: 


‘*(l) Reasonable Allowance in Case of SES of Cer- 
tain Utilitics.— 


*°(1) Pre-1970 public utility property.— 


**(A) In gencral.—tIn the case of any pre-1970 public 
utility property, the term ‘reasonable allowance’ as 
used in subsection (a) means an allowance computed 
under— 


‘“(i) a subsection (1) method, or 
**(ii) the applicable 1968 method for such property. 


Except as provided in subparagraph (B), clause (ii) 
shall apply only if the taxpayer uses a normalization 
method of accounting. 


“*(B) Flow-through method of accounting in certain 
cases.—In the case of any pre-1970 public utility prop- 
erty, the taxpayer may use the applicable 1968 method 
for such property if— 


‘*(i) the taxpayer used a flow-through method of. 
accounting for such property for its July 1969 ac- 
counting period, or 


“*(ii) the first accounting period with respect to 
such property is after the July 1969 accounting 
period, and the taxpayer used a flow-through method 
of accounting for its July 1969 accounting period 
for the property on the basis of which the applicable 
1968 method for the property in question is estab- 
lished. 


‘©(2) Post-1969 public utility property.—In the case of 
any post-1969 public utility property, the term ‘reason- 
able allowance’ as used in subsection (a) means an allow- 
ance computed under— 


“©(A) a subsection (7) method, 


“(B) a method otherwise allowable under this sec- 
tion if the taxpayer uses 2 normalization method of ac- 
counting, or 


(4!) the applicable 1968 method, if, with respect to 
its pre-1970 public utility property of the same (or 
similar) kind most recently placed in service, the tax- 
payer used a flow-through method of accounting for its 
July 1969 accounting period. 


(3) Definitions—For purposes of this subsection— 
“(A) Public utility property.—The term ‘public 
utility property’ means property used predominantly 
in the trade or business of the furnishing or sale of— 
“¢(i) electrical energy, water, or sewage disposal 
services, 


‘¢(ii) gas or steam through a local distribution 
system, ; 


“‘(iii) telephone services, or other communication 


services if furnished or sold by the Communications 
Satellite Corporation for purposes authorized by the 
Communications Satellite Act of 1962 (47 U.S.C. 
701), or 


| (iv) transportation of gas or steam by pipeline, 
if the rates for such furnishing or sale, as the case may 
be, have been established or approved by a State or 
political subdivision thereof, by any agency or instru- 
mentality of the United States, or by a public service 
or ‘public utility commission or other similar body of 
any State or political subdivision thereof. 


*¢(B) Pre-1970 public utility property.—The term 
‘pre-1970 public utility property’ means property which 
was public utility property in the hands of any person 
at any time before January 1, 1970. 


“<(C) Post-1969 public utility property.—The term 
‘post-1969 public utility property’ means any. public 
utility property which is not pre-1970 public utility 
property. 


““(D) Applicable 1968 method.—The term ‘appli- 
cable 1968 method’ means, with respect to any public 
utility property— 


“*(i) the method of depreciation used on a return 
with respect to such property for the latest taxable 
year for which a return was filed before August 1, 
1969, 


‘*(ii) if clause (i) does not apply, the method used 
by the taxpayer on a return for the latest taxable 
year for which a return was filed before August 1, 
1969, with respect to its public utility property of 
the same kind (or if there is no property of the same 
kind, property of the most similar kind) most re- 
cently placed in service, or 


‘¢(iii) if neither clause (i) nor (ii) applies, a sub- 
section (l) method. 


In the case of any section 1250 property to which sub- 
section (j) applies, the term ‘applicable 1968 method’ 
means the method permitted under subsection (j) which 
is most nearly comparable to the applicable 1968 method 
determined under the preceding sentence. 


‘*(E) Applicable 1968 method in certain cases.—If 
the taxpayer evidenced the intent to use a method of 
depreciation (other than its applicable 1968 method or 
a subsection (1) method) with respect to any public 
utility property in a timely application for change of 
accounting method filed before August 1, 1969, or in 
the computation of its tax expense for purposes of re- 
flecting operating results in its regulated books of 
account for its July 1969 accounting period, such other 
method shall be deemed to be its applicable 1968 method 
with respect to such property and public utility prop- 
erly of the same (or similar) kind subsequently placed 
in service, 


“(F) Subsection (1) method.—The term ‘subsection 
(1) method’ means any method determined by the Sec- 
retary or his delegate to result in a reasonable allow- 
ance under subsection (a), other than (i) a declining 
balance method, (ii) the sum of the years-digits method, 
or (iii) any other method allowable solely by reason 
of the application of subsection (b) (4) or (j) (1) (C). 


«(G) Normalization method of accounting. —In or- 
der to use a normalization method of accounting with 
respect to any public utility property— 


‘¢(i) the taxpayer must use the same method of 
"depreciation to compute both its tax expense and 
its depreciation expense for purposes of establishing 
its cost of service for ratemaking purposes and for 
reflecting operating results in its regulated books of 
account, and 


“*(ii) if, to compute its allowance for depreciation 

i under this section, it uses a method of depreciation 

| other than the method it used for the purposes de- 

: seribed in clause (i), the taxpayer must make ad- 

justments to a reserve to reflect the deferral of taxes 

resulting from the use of such different methods of 
depreciation, 


“(IL) Flow-through method of accounting.—The tax- 
payer used a ‘flow-through method of accounting’ with 
respect to any public utility property if it used the 
same method of depreciation (other than a subsection 
(l) method) to compute its allowance for depreciation 
under this section and to compute its tax expense for 
purposes of reflecting operating results in ita regulated 
hooks of necount. 


“(1) July 1969 accounting period.—The term ‘July 
1969 accounting period’ means the taxpayer’s latest 
accounting period ending before August 1, 1969, for 
which it computed its tax expense for purposes of 
reflecting operating results in its regulated books of 
account. 


For purposes of this paragraph, different declining bal- 
ance rates shall be treated as different methods of 
depreciation. 


€(4) Special rules as to flow-through method.— 


“(A) Klection as to new property representing 
growth in capacity.—If the taxpayer makes an election 
under this subparagraph within 180 days after the date 
of the enactment of this subparagraph in the manner 
prescribed by the Secretary or his delegate, in the case 
of taxable years beginning after December 31, 1970, 
paragraph (2) (C) shall not apply with respect to any 
post-1969 public utility property, to the extent that 
such property constitutes property which increases the 
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productive or operational capacity of the taxpayer with 
respect to the goods or services described in para- 
graph (3) (A) and does not represent the replacement 
of existing capacity. 


‘‘(B) Certain pending applications for changes in 
method.—In applying paragraph (1) (B), the taxpayer 
shall be deemed to have used a flow-through method of 
accounting for its July 1969 accounting period with re- 
spect to any pre-1970 public utility property for which 
it filed a timely application for change of accounting 
method before August 1, 1969, if with respect to public 
utility property of the same (or similar) kind most 
recently placed in service, it used a flow-through method 
of accounting for its July 1969 accounting period. 


‘*(5) Reorganizations, assets acquisitions, ete.—If by 
reason of a corporate reorganization, by reason of any 
other acquisition of the assets of one taxpayer by another 
taxpayer, by reason of the fact that any trade or business 
of the taxpayer is subject to ratemaking by more than one 
body, or by reason of other circumstances, the application 
of any provisions of this subsection to any public utility 
property does not carry out the purposes of this subsec- 
tion, the Secretary or his delegate shall provide by regu- 
lations for the application of such provisions in a manner 


consistent with the purposes of this subsection.’’ 


(b) Effective Date—The amendment made by subsection 
(a) shall apply with respect to all taxable years for which 
a return has not been filed before August 1, 1969. 
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IN THE UNITED STATES COURT OF APPEALS 
FOR THE DISTRICT OF COLUMBIA CIRCUIT 


No. 24518 


Memphis Light, Gas & Water Division, 
Petitioner 
v. 


Federal Power Commission, 
Respondent 


BRIEF FOR THE AMERICAN PUBLIC GAS ASSOCIATION 


STATEMENT OF THE ISSUES PRESENTED 


1. Whether the Federal Power Commission may without factual 
justification legally depart from the judicially sanctioned ‘actual taxes 
paid" principle of the Natural Gas Act by permitting natural gas | 
companies using accelerated depreciation to switch from flow through 


to normalization accounting. 


2. Whether the issuance without notice or the opportunity to be 
heard of Commission Order No. 404 reversing prior judicially-affirmed, 
Commission precedent violates the rule-making requirements of the 


Administrative Procedure Act. 


2 
STATEMENT OF THE CASE 


The passage of Section 167 of the Internal Revenue Act of 1954 
raised the issue for regulatory bodies regarding the proper ratemaking 
treatment of tax savings effected through the use of liberalized 
(accelerated) depreciation. a! Prior to the issuance in 1964 of Opinion 
No. 417 in Alabama-Tennessee Natural Gas Co., 2! the Federal 
Power Commission (Commission) had taken the view that Section 167 
mandatorily required the Commission to permit affected natural gas 
companies to compute their taxes for ratemaking purposes on the basis 
of straight line depreciation even though their actual taxes were computed 
on the basis of liberalized depreciation. This so-called "normalization" 
accounting procedure resulted in rates to gas consumers which reflected 
a higher tax component than the companies actually paid. Thus, as the 
Commission noted in its Alabama-Tennessee opinion, in the nine years 
that liberalized depreciation reductions were available, ''the natural gas 
pipelines and electric utilities have, respectively, accumulated 
$286,320,000 and $540,690,000 of deferred tax funds." ay In a number 


of cases prior to the Alabama-Tennessee case the courts made it quite 


clear that Section 167 did not require normalization. al The Commission 


emphasized in its Alabama-Tennessee opinion that it had heretofore 


permitted normalization by natural gas companies based on the 


1/ Congress enacted Section 167 as an investment incentive for the 

business community generally. It enables taxpayers to write off between 

two-thirds and three-quarters of post-1933 investments in the first half 
of a property's estimated life. 

2/ Alabama-Tennessee Natural Gas Co., 31 F.P.C. 208,928 (1964), 

aff'd, 359 F.2d 318 (7th Cir. 1966), cert. denied, 385 U.S. 847. 

3/ 31 F.P.C. at 209 (footnote omitted). 

4/ Panhandle Eastern Pipe Line Co. v. FPC, 316 F.2d 659 (D.C. Cir. 
1963), cert. denied, 375 U.S. 881; City of Lexington, Ky. v. FPC, 295 
F.2d 109 (4 (4th Cir. 1961); El Paso Natural Gas Co. v. FPC, 281 F.2d 567 
(5th Cir. 1960), cert. denied, 366 U.S. 912. 
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misconception that it was acting in accord with the Congressional mandate 
of Section 167 of the Tax Act. a Once the Commission was disabused of 
this erroneous legal notion by various U. S. Courts of Appeals, uy) | it 
reached for the first time the issue of "the proper ratemaking treatment 


for Alabama-Tennessee and other regulated companies which claim the 


7/ 


benefits of liberalized depreciation on their tax returns." — 


Freed from the imagined restraints of the 1954 Tax Act, the Com- 
mission looked to the statutory requirements of the Natural Gas Act, 
stating as follows za! 


We are, therefore guided in our determination by two 
fundamental considerations which are basic to the determination 
of just and reasonable rates under the Natural Gas Act. 

First is the rule of law that only the amount of Federal income 
taxes actually payable if a reasonable return is earned can 

be included as an operating expense to be covered by the 
utilities' rates. As early as 1922 the Supreme Court in 

the case of Galveston Electric Co. v. Galveston, 258 U.S. 

388 (1922) ruled that rates should cover as an operating 
expense ''* * *all taxes which would be payable if a fair 

return were earned * * *"'(p. 399) 


Another consideration basic to our determination herein 
is our statutory responsibilities under the Natural Gas Act 
to assure that natural gas is sold in interstate commerce 
for resale at the lowest reasonable rate consistent with the 
maintenance of adequate service. As the Supreme Court 
recently stated in Atlantic Refining Co. v. Public Service 
Commission, 360 U.S. 378, 388 (1959): 
The purpose of the Natural Gas Act was to underwrite 
just and reasonable rates to the consumers of natural =| 
gas. Federal Power Comm'n v. Hope Natural Gas Co.,. 
320 U.S. 591 (1944). As the original § 7(c) provided, 
it was "the intention of Congress that natural gas shall 
be sold in interstate commerce for resale for ultimate | 
public consumption for domestic, commercial, industrial, 
or any other use at the lowest possible reasonable rate 
consistent with the maintenance of adequate service in 
the public interest." 52 Stat. 825. The Act was so 
framed as to afford consumers a complete, permanent 
and effective bond of protection from excessive rates and 
charges. 


31 F.P.C. at 211-12. E.g., Amere Gas Util. Co.,15 F.P.C. 760 (1956). 
6 See footnote 4 supra. : 

31 F.P.C. at 210. 

31 F.P.C. at 214 (emphasis added). 
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The Commission then addressed itself to ''the practical consequences 
of the use of liberalized depreciation." 2/ The Commission found that 
the natural gas companies and electric utilities participating in the pro- 
ceeding had presented no factual basis to support their thesis of tax 
deferral, i.e., that the use of Section 167 must result in an increase in 
future taxes equalling the reduction of present taxes. al On the other 
hand, the Commission agreed with the testimony and exhibits of 


Melwood Van Scoyoc which, as the Commission found, established: 


* ok that the use of liberalized depreciation deductions 
produced a tax saving; that flow-through of these savings 
to consumers would not burden future taxpayers; and 

that such flow-through resulted in stable rates and did not 
impair the financial integrity of the company or ad- 
versely affect its ability to attract capital for plant 
expansion. 11/ 


On review, the United States Court of Appeals for the Fifth Circuit 


upheld in full the Commission's decision to require flow through of the 


tax savings resulting from liberalized depreciation. Bel As to the 


effect of Section 167 of the 1954 tax act, the Court cited with 

approval the following excerpt from the Commissions See! 
El Paso Natural Gas Company [and other cases] "purged 
[the Federal Power Commission] of the erroneous legal 
view which it had previously believed compelled a contrary 
result" and ''freed the Commission's hand to make the 
instant reevaluation of the problem." 


And as to the effect of the Natural Gas Act upon the issue of the proper 
treatment of the tax savings effected by liberalized depreciation, the 


Court stated as RoRowisee 


31 F.P.C. at 215. 

Id. 

Id. 

Alabama-Tennessee Natural Gas Co. v. FPC, 359 F.2d 318(Sh Cir. 
Id. at 330. 

Id. at 327. 


5 


Under the flow-through treatment of liberalized 
depreciation, the ratepayers reimburse the utility for federal 
income taxes the regulated utility actually pays. The utility 
does not accumulate capital funds that are, in effect, 
enforced contributions from consumers. Flow-through 
is in accord with the established principle the Commission 
has "consistently held that consumers should be charged 
for only the actual liability for Federal income taxes. 

* ok x United Fuel Gas Company, 12 F.P.C. 251,264-65 
(1953). 


The Commission emphasized that under accepted regulatory concepts, 


‘utility company shareholders (investors), not the consumers, 


7 


pete ; 25/ 
furnish the capital necessary for the operation of the business.'' — Thus, 


since liberalized depreciation creates a tax saving for the natural gas 
industry, to permit normalization would improperly have the effect. 
of requiring the gas consumers not only to pay a fair return on the | 
utility's capital but also to contribute part of that capital. el) The 

7/ 


U. S. Supreme Court denied certiorari. oa 


The Commission consistently adhered to this ''flow-through" | 
policy i es the issuance without notice or opportunity to be heard 
of Order No. 404 in FPC Docket No. R-387 in which it declared as a 
so-called "Statement of Policy" that natural gas pipelines and : 
electrical companies be permitted to employ normalization accounting for 
liberalized depreciation for property constructed or acquired after 


January 1, 1970,tothe extent towhich such property increases the 


Id. at 327 (citations omitted). 

Id. at 327-28, 336-39. 

Alabama-Tennessee Natural Gas Co. v. FPC, 385 U.S. 847 (1966). 

E.g., Midwestern Gas Transmission Co., 36F.P.C. 61, 599 
(1966), aff'd, 388 F.2d 444 (7th Cir. 1968), cert. denied, 392 U.S. 928 
(1968). 
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productive or operational capacity of the utility and is not a replacement 

of existing capacity (post-1969 expansion property), if the election permitted 
by Section 441(a)(4)(A) of the Tax Reform Act of 1969 has been exercised. 19/ 
The Commission grounded its abandonment of the flow-through policy for 
nrost-1969 expansion property on the provision of the Tax Reform Act of 

1969 which allowed public utilities using flow through to elect within 

180 days of the enactment of the Act to change to a straight-line method, 

or, if permitted to do so by the appropriate regulatory authority, toa 


normalization method for such post-1969 expansion property. The 


Commission's "Statement of Policy," issued without benefit of notice 


er opportunity for hearing, simply declared as follows: 2 


Accordingly, in light of the above described changes in 

the Internal Revenue Code, it is in the public interest, 

as to property as to which such election is made, that 

electric and natural gas companies regulated by the 

Commission be permitted to employ a normalization method 

in their accounts and annual reports, as well as for the 

ratemaking purposes. 
The Commission did not address itself to the critical fact that its reversal 
of policy for post-1969 expansion policy would create for the electing 


companies consumer-contributed capital via tax savings, contrary to 


its policy enunciated in Alabama-Tennessee. 


The American Public Gas Association filed its petition for rehearing 
of Order No. 404 on June 15, 1970, pointing out (1) that Order No. 404 
violated the "actual taxes paid" principle of the Natural Gas Act contrary 


to the Commission's Alabama-Tennessee opinion and (2) that Order No. 404 
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though denominated a ''Statement of Policy", was by all criteria a | 
rulemaking order and therefore the Commission's failure to give 

notice and opportunity to be heard violated the statutory rulemaking 
requirements of the Administrative Procedure Act (specifically 5 WeSeCe 


§ 553). ee! 


On July 9, 1970, the Commission issued its order denying rehearing 


summarily rejecting the substantive arguments of APGA and the other 
petitioners and reiterating its procedural position that Order No. 404 
was merely a statement of general policy interpreting the mandate of 


22 
Congress. ral 


On June 3, 1970, less than three weeks after the issuance of Order 
No. 404, the Commission rendered Opinion No. 578 in Texas Gas | 
Transmission Corp. in which the Commission concluded that for those 
companies electing to switch to liberalized depreciation with normalization 
for post-1969 expansion property pursuant to the Commission's new Order 
No. 404, these same companies should be allowed to switch to liberalized 
depreciation with normalization for all other utility property (i.e. pre- 
1970 property and post-1969 non-expansion property). The Commission 
reasoned as follows: 23 | 

* & By reason of Texas Gas' proposed election under the 

Tax Reform Act and Order No. 404, depreciation on its 


facilities, constructed after the beginning of 1970 which 
increase its capacity, will be subject to normalization 
rather than flow-through. Therefore tax depreciation 

on such new facilities will not be available to offset the 
declining tax depreciation deductions on the older facilities 


as contemplated in the Alabama-Tennessee and Midwestern 
cases. 


21/' R. 18-38. 
22/  R.73-76. 
23/ Mimeo.. at 5 (emphasis added), 
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The Commission declined, however, to explain why tax depreciation 

on the new facilities would allegedly not be available to offset the 
declining tax depreciation deductions on the older facilities. The Com- 
mission apparently mistakenly concluded that the fact that post-1969 
expansion property was to be afforded different ratemaking treatment 
(normalization instead of flow through) somehow affected its tax 
treatment despite the fact that liberalized depreciation was to be allowed 


for all such utility property. 


The net effect of the Commission's Order No. 404 and its Opinion 
No. 578 is to allow regulated pipelines to switch from flow through of 
tax savings to their consumers required by the Alabama-Tennessee 
decision to retention of such savings by means of normalization. In so 


doing, the Commission expressly overruled the Alabama-Tennessee 


- 24/ - : 
and Midwestern Cases. Lael Subsequently, many of the nation's interstate 


pipelines using liberalized depreciation have filed notices to switch 
from flow through to normalization. za! It has been conservatively 
estimated that the Commission's Order No. 404 as construed in 
Commission Opinion No. 578 will result in up to $138 million a year 
in increased rates to the nation's consumers served by interstate 


pipeline companies which are regulated by the Commission. ze) 


Petitions for judicial review of Order No. 404 were filed in 
this Court in Nos. 24518 and 24602 and petitions for judicial review of 
Opinion No. 578 were filed in this Court in Nos. 24517 and 24532. 
The American Public Gas Association petitioned to intervene in No. 
24518 on September 8, 1970. By order of this Court, Nos. 24518 and 
24602 were consolidated and Nos. 24517 and 24532 were consolidated, 
and the two cases were ordered to be heard orally on the same day and 
before the same division of this Court. 
24/ Mimeo. at 6. 
25/  R.5-6, 40-72. 
26/ Hearings of Tax Reform Act, 1969, Before the House Comm. on Ways 


and Means, 9lst Cong. lst Sess. 3541, 3547 (1969) (testimony of former 
FPC Chairman Lee C. White). 


9 


ARGUMENT 
I 


THE COMMISSION'S ABANDONMENT OF THE ACTUAL 
TAXES PAID PRINCIPLE IN ORDER NO. 404 IS 
WITHOUT FACTUAL JUSTIFICATION AND THEREFORE 
UNLAWFUL UNDER THE NATURAL GAS ACT. 


In its Alabama-Tennessee opinion, the Commission made the’ 


following pertinent conclusions and findings jo 


(1) In enacting the Internal Revenue Act of 1954, as 
amended, Congress did not attempt to prescribe the manner | 
in which this Commission should reflect such tax benefits 

in rates established under the Natural Gas Act. 


(2) The use of liberalized depreciation, under Section 
167 of the Internal Revenue Code, results in a permanent 
reduction of taxes payable to the Treasury Department by 
natural gas pipelines which maintain either a growing or 
stable plant. 


(6) Upon reexamination of the present policy of basing 
income tax allowances for a company which pays taxes 
calculated under liberalized depreciation on the deductions 
available under straight-line depreciation, we find that 


there is no present factual justification for thus normalizing 
the prospective rates of Alabama-Tennessee and other natural 
gas companies similarly situated so that such rates should | 
reflect only the actual taxes currently payable during the 


applicable test year in Docket No. G-19984 herein. 
[Emphasis added. ] 


XK 1 * 


Order No. 404 issued by the Commission on May 15, 1970, would 


reverse the flow-through requirement of Alabama-Tennessee for post- 


1969 expansion property. It is noteworthy that Order No. 404 does not 


27/ 31 ¥F.P.C. at 221. 
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question the finding of Alabama-Tennessee that use of liberalized 
depreciation creates a tax saving which should be flowed through to 
the gas consumers. Rather, Order No. 404 is based entirely upon 


this Commission's tortured construction of the Tax Reform Act of 1969. 


28 
As APGA pointed out in its petition for rehearing, ee and as the 


Commission conceded in its order denying rehearing, oe. Congress in 
the Tax Reform Act of 1969 as in the Internal Revenue Act of 1954, "did 
not attempt to prescribe the manner in which this Commission should 
reflect such tax benefits in rates established under the Natural Gas 
Act." Bu It is crystal clear from the language of the 1969 Tax Act 
(and the Commission does not dispute) that utilities for which flow through 
was the applicable 1968 method may continue to use flow through for all 
new property. aa! At most, all that the Act does with regard to post- 
1969 expansion property is to permit certain regulated utilities to elect 
to switch to straight line depreciation or liberalized depreciation with 
normalization if normalization is permitted by the applicable regulatory 
agency. atl) Congress specifically declined to require abandonment 

of flow through under these circumstances or to express approval cr 
disapproval of flow through as a regulatory ratemaking tool. In short, 
Congress did not disturb the Commission's holding in Alabama- 
Tennessee that normalization violated the "actual taxes paid" principle 


of the Natural Gas Act. 


The Commission in its Order No. 404 did not attempt to weigh 


the merits of flow through versus normalization, but simply declared 


287 RR. 22-23. 

29/  R.75. 

30/ 31 F.P.C. at 221. 

31/ Int. Rev. Code, § 167 (1)(2)(C); H. Rep. No. 91-413 (Part I), 
133;S. Rep. No. 91-552,173. 

32/ Int. Rev. Code, § § 167 (1)(4)(A) and (1)(2)(B). 
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that since electric and natural gas companies may elect to change to 
straight line depreciation, they should likewise be allowed to switch 

to liberalized depreciation with normalization, 22! This simplistic : 
approach to the proper ratemaking method for those utilities using | 
liberalized depreciation conveniently but improperly overlooks the 
fact that the Commission in Alabama-Tennessee was faced with 

exactly the same situation. Prior to Alabama-Tennessee companies 
subject to FPC jurisdiction could either use straight line depreciation 
or liberalized depreciation with normalization. Subsequent to Alabama- 
Tennessee, companies subject to FPC jurisdiction could either use 
straight line depreciation or liberalized depreciation with flow chcoughe 
In other words, the Commission was not deterred in its Alabama- 
Tennessee holding by the prospect that pipelines then using liberalized 
depreciation with normalization might switch to straight line depneciae 
tion rather than to adopt liberalized depreciation with flow through. 


The overriding principle then, as now, is that normalization creates 
| 


consumer-contributed capital (via tax savings) to which the company 


is not entitled. 


The Commission in its order denying rehearing attempts to sidestep 
the obvious conflict between Order No. 404 and its Alabama-Tennessee 
holding by arguing that "[a]ny argument, under these conditions 
comparing the merits of flow through and normalization tax accounting 
methods is irrelevant since the only available choice is between : 
normalization and straight-line." ae! This argument is patently false 

y. because the election applies to all the numerous pipelines for which 
flow through was the applicable 1968 accounting method. Under the 1969 
Tax Reform Act and prior to issuance of Order No. 404, these flow 
through companies had the option to switch to straight line or remain 


3] 
34/ 
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on flow through, which is exactly the same choice that was open to a 
company using liberalized depreciation after the Commission's Alabama- 
Tennessee opinion. With the issuance of Order No. 404, companies 
using liberalized depreciation with flow through were given the added 
option of switching to normalization. Therefore, contrary to the 
Cornmission's contention, the issue of flow through versus normalization 
is directly affected by Order No. 404, which reverses without factual 
justification the Commission's "actual taxes paid" principle in 


Alabama-Tennessee. 


APGA pointed out in its petition for rehearing that Order No. 404 
would encourage all companies using flow through to switch to normali- 


zation since normalization provides windfall capital not available under 


35/ 
flow through. — The Commission in its order denying rehearing 


6 
countered as follows: ail) 


APGA asserts further that our permission to use 
normalization will induce the industry to switch from 
flow-through a the direct expense of consumers. This is, 
of course, nothing more than unsupported conjecture and 
speculation. 

The Commission might more aptly have said it is nothing more than 

pure economics. The Commission Order No. 404 itself encourages 
companies to elect normalization for post-1969 expansion property 
because of the tax savings derived thereby. Considered in the light 

of Opinion No. 578 permitting such electing companies to normalize 

for all utility property, only the fiscally naive would doubt the 

inclination of the companies previously on flow through to abandon 

flow through for the guaranteed added profits available under 
normalization. The reaction of the industry to Order No. 404 as construed 


* 


in Opinion No. 578 has confirmed APGA's assertion in this regard. ull 
35/° R.22. 

36/ R.75-76. 

37/ R.5-6, 40-72. 


13 


The Commission position that "[nlormalization results ina _ 
| 38/ 
sharing of such tax benefits by consumers and regulated companies" 


is not only misleading in that as the Commission in effect conceded 
in its order denying rehearing the benefits accrue almost entirely to 
the regulated companies 3 but in addition is of no consequence Bice 
the same so-called lopsided 'sharing'' concept was known to the Com- 
mission at the time of Alabama-Tennessee, which was uninfluenced 
thereby. | 

Il 


THE ISSUANCE WITHOUT NOTICE OR 
OPPORTUNITY TO BE HEARD OF ORDER NO. 404 
REVERSING PRIOR COMMISSION PRECEDENT 
VIOLATES THE RULEMAKING REQUIREMENTS 
OF THE ADMINISTRATIVE PROCEDURE ACT. 


The rulemaking section of the Administrative Procedure Act. 


(hereinafter referred to as Section 553) states in pertinent part as 
follows: ou) 

(b) General notice of proposed rulemaking shall be published 
in the Federal Register, unless persons subject thereto are named 
and either personally served or otherwise have actual notic 
thereof in accordance with law. The notice shall include -- — 


(1) a statement of the time, place, and nature of public, 
rulemaking proceedings: 

(2) reference to the legal authority under which the rule is 
proposed; and ! 
(3) either the terms or substance of the proposed rule or a 
description of the subjects and issues involved. Except | 
when notice or hearing is required by statute, this sub- ° 
section does not apply -- 


ee 


38/ R.2. 
39/ R.75. 
40/ 5U.S.C. § 553. 
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(A) to interpretative rules, general statemezxts of policy, 
or rules of agency organization, procedure, or practice; or 
{B) when the agency for good cause finds (and incorporates 
the finding and a brief statement of reasons therefore in 

the rules issued) that notice and public procedure thereon 
are impracticable, unnecessary, or contrary to the public 
interest. 


(c}) After notice required by this section, the agency shall 

give interested persons an opportunity to participate in the rule- 
making through submission of written data, views, cr arguments 
with or without opportunity for oral presentation. After con- 
sideration of the relevant matter presented, the agency shall 
incorporate in the rules adopted a concise general statement 

of their basis and purpose. When rules are required by 

statute to be made on the record after opportunity for an 

agency hearing, sections 556 and 557 of this title apply instead 
of this subsection. 


In the first place, the fact that the Commission gratuitously 


41/ 
denominated Order No. 404 a "Statement of Policy''— is of no force or 


effect in determining the true nature of Order No. 404. As elsewhere in 
the law, substance not form controls, and as we show below, Order No. 
404 is in substance a rulemaking order under every conceivable test 


devised by the courts and under the dictates of common sense. 


Preliminarily, it is noteworthy that the original Commission 
decision to allow liberalized depreciation with normalization (based on 
the Commission's erroneous legal view of Section 167 of the 1954 Tax 
Act) was the result of an adjudicatory proceeding at which all parties 
had an opportunity to participate in a public hearing. Amere Gas 
Utilities Co., 15 F.P.C. 760 (1956). Further, subsequent to the Amere 
decision, the Commission conducted formal rulemaking proceedings to 
determine the proper accounting techniques to carry out its then 
normalization policy. 19'F.P.C. 826,837 (1958). The landmark Alabama- 


Tennessee opinion, in which the Commission for the first time weighed 


41/ R.1. 
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the merits of flow through versus normalization in the clear light of the 


Natural Gas Act, was an adjudicatory proceeding in which the entire 
industry was invited to participate. And even despite this open invitation 
to present their views, Alabama-Tennessee and the numerous partici- 
pating pipelines complained bitterly that they had been denied due 
process by the reversal of Commission policy in an adjudicatory rather 
than rulemaking acmentan Se! The Fifth Circuit Court of Appeal in 
the Alabama-Tennessee case expressed its open surprise that the Com- 
mission did not proceed by rulemaking on such a critical issue, ze) but 
concluded as follows — 


The Commission was not obligated to decide the rapid 
depreciation issue in a rulemaking rather than a ratemaking 
proceeding. The choice between proceeding by general rule) 
or by individual, ad hoc litigation is one that lies in the 
informed discretion of the administrative agency. Securities 
and Exchange Commission v. Chenery, 1947, 332 U.S. 194, 202- 203, 
67S. Ct. 1575, 91 L. Ed. 1995,2002. The borderiine between 
rulemaking ax adjudications is not precise. Rules are 
typically designed to apply to unnamed parties, but may 
sometimes be directed toa problem of a named individual 
or a small group; adjudications are typically designed to apply 
to named parties, but may involve hundreds or thousands of 
parties. Opinions that accompany adjudications may have 
essentially the same effect as rules. 1 Davis, Administrative 
Law § 5.01 (1958). In this case the Commission felt that 
the time had come to reexamine the ratemaking treatment of 
liberalized depreciation. In applying its new policy to 
Alabama-Tennessee, the Commission could not overlook 
the wide application the change in policy would have on 
the natural gas industry. It was for the Commission to 
decide how to allow interested parties to present their views. 
It was clearly within the ambit of reasonable discretion to 
allow participation by amici in oral argument and by the Selig 
of briefs. 


427 See 359 F.2d at 323. 
359 F.2d at 341. 
359 F.2d at 343 (footnote omitted). 
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Though the Alabama-Tennessee court obviously would have preferred a 
rulemaking proceeding, the key point ‘n its mind was that interested 
parties had notice and an opportunity to be heard on the issue at hand, 
These basic rights were unlawfully denied the interested parties in the 
subject case. The Commission's finding in Order No. 404 that '[slince 
the statement issued herein concerns a matter of general policy, 
compliance with the provisions of 5 U.S.C. 553, relating to notice and 


hearing is unnecessary and the statement may be made effective upon 


. 45/. : - 
issuance'’—— is not only erroneous on its face but also ignores the 


warning of the Fifth Circuit in Alabama-Tennessee that public partici- 
pation by interested parties, whether in an adjudicatory or rulemaking 
proceeding, was a prerequisite to due process in the Commission's 
determination of the proper accounting method for companies using 


liberalized depreciation. 


In Texaco v. FPC, 412 F.2d 740 (3rd Cir. 1969), Texaco was 
attacking Commission Order No. 362 (relating to the treatment of interest 
on refunds) on grounds that the Commission unilaterally issued the 
order without notice or opportunity to present views thereon, contrary 
to Section 553 of the Administrative Procedure Act. The FPC con- 
tended, inter alia, that issuance of the order without regard to the 
Section 553 due process requirements was permissible since the order 
was a general policy statement, to which the Third Circuit responded 
as follows: zs! 


We reject the argument of respondent that Order No. 362 
is a general policy statement under 5 U.S.C. § 553 (b)(A) and, 
hence, not subject to the notice requirements of 5 U.S.C. 

§ 553. We agree with petitioner that a "general statement of 
policy" is one that does not impose any rights and obligations 


on an operator, [cf. Public Service Comm'n of State of N.Y. 
vy. Federal Power Comm'n, i126 U.S. App. D.C. 26, 373 


.2d at 744 (footnote omitted). 


= 
i7 


F.2d 816, 825-827 (1957), reversed in part on other grounds, 

FPC v. Sunray DX Oil Co., 391 U.S. 9, 88 S.Ct. 1526, 

20 L. Ed. 2.d 388 (1968) ] and that Order No. 362 adopts 

a substantive rule imposing such rights and obligations which 

an operator has the burden of proving should not apply in 

any waiver or similar proceeding. 
The same response is equally applicable in the instant case. Order 
No. 404 operates as a substantive rule, creating rights with immediate 
effect and impact. Order No. 404 is not merely a general policy : 
statement regarding the Commission's views of Section 441 of the Tax 
Reform Act of 1969; rather it is the definitive determination of the 
Commission's position with respect to treatment of liberalized 
depreciation for certain specified property. Order No. 404 gives an 
immediate absolute right to electing companies to switch to libe ralized 
depreciation with normalization for such property (with all the ons 
quences thereof) without further recourse to Commission machinery. 
Under the Commission's approach, affected parties are without a forum 
to contest such action taken pursuant to Order No. 404. Itis no answer 
to say that affected parties will have their day in court at some | 
indefinite future time when their rates are increased to reflect the 
difference between normalization and flow-through accounting. The 
proper time to decide the merits of Order No. 404 was prior to its 
issuance in accordance with Section 553 of the APA. This is especially 
so where the subject order works a reversal of past Commission policy 


as in the instant case. 


The immediate effect and far-reaching impact of Order No. 404 


is dramatically illustrated by the Commission Opinion No. 578 issued 
June 3, 1970, in Texas Gas Transmission Corp., in which the Com- 
mission (1) recognized the absolute right of Texas Gas to switch to 
accelerated depreciation with normalization for post-1969 expansion 
property and (2) then relied on this right created by Order No. 404 


to support (bootstrap) its decision to permit Texas Gas to abandon flow 
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through for pre-1970 property and post-1969 non-expansion property. 


The extent to which Order No. 404 has the force and effect of a rule- 
making order, as opposed to a general policy statement, is documented 
in the following Commission syllogism in Opinion No. 578 (mimeo at 5): 
Under the present circumstances the considerations 

applicable in Alabama-Tennessee and Midwestern do not 

obtain. By reason of Texas Gas' proposed election under the 

Tax Reform Act and Order No. 404, depreciation on its 

facilities, constructed after the beginning of 1970 which 

increases its capacity, will be subject to normalization 

rather than flow-through. Therefore, tax depreciation on 

such new facilities will not be available to offset the declining 

tax depreciation deductions on the older facilities as con- 

templated in the Alabama-Tennessee and Midwestern cases. 
The Commission in Texas Gas made it plain that Order No. 404 was a 
controlling rule not to be questioned in subsequent rate cases and that 
indeed Order No. 404 provided the very foundation for the Commission's 


rejection and overruling in the Texas Gas rate case of Alabama- 


Tennessee as to property not covered by Order No. 404. 


In National Motor Freight Traffic Ass'n v. U.S., 268 F. Supp. 90 
(D.D.C. 1967), the plaintiffs, associations of motor freight carriers 
and freight forwarders, sought nullification of the Interstate Commerce 
Commission's action in establishing an informal procedure for the 
restoration to shippers of past charges which are currently agreed by 
the carrier and shipper to have been illegal. The informal reparation 
procedures were identical to those in effect prior to the Supreme Court's 
_ decision in T.I.M.E. v. U-S., 359 U.S. 464 (1959) in which it was held 
that shippers have no statutory or common law right to exact reparations 
from motor carriers. Congress reacted to the T.I.M.E. decision by 
amending the Interstate Commerce Act. The ICC interpreted this 
amendment as permitting a judicially enforceable right to reparations 


in respect to past charges. The ICC issued a general policy statement 
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reinstating the pre-T.1.M.E. reparation procedures without affording 
interested parties notice and an opportunity for comment. Judge McGowan, 
speaking for the Three-Judge Court, held that the ICC was bound to follow 
the requirements of Section 4 (now 5 U.S.C. § 553) of the APA in regard 

to issuance of the alleged policy statement. His language is equally 
applicable to this proceeding. Regarding the nature of the Commission's 


action, he said: alll 


The Commission's action is nothing if not definite, nor is 
there any flavor of tentativeness to be observed in the terms’ 
or manner of its promulgation. Indeed, the Commission 
emphasizes repeatedly that it is not experimenting with 
anything new, but only reinstating a procedure which it 
asserts was once employed for over a decade without injury 
to the public interest. This does not at all suggest that 

the legal issue of its power in the premises is likely to 

be looked upon differently by the Commission in the light 

of 'day to day administration.'' Neither is our grasp of 

the typical factual setting of that issue so limited as to hinder 
its judicial resolution. If a general rule promulgated by an : 
agency is ever to be the focus of judicial review prior to 
its application in a particular case, this would appear to 

be a peculiarly appropriate occasion for it. 


Regarding the nature of the Commission's defense, Judge McGowan 


" aide 


In its order denying plaintiff's petition for reconsideration 
the Commission rejected the claim of failure to comply with 
Section 4 of the APA ''since the notice and action of the Com-+ 
mission falls within the exemption provision" of that Section, 
Plaintiffs press upon us that this is not so; and thus we have’ 
squarely before us the question of the proper construction | 
of the exempting language of Section 4 in relation to the 
Commission action under attack. 


. . .The Commission casts its argument in the form that 
the "right to reparations is conferred by statute, and the notice 
itself confers no new substantive right on any party* * * it 


47/ 268 F.Supp. at 95. 
48/ 268 F.Supp. at 95-96 (emphasis added). 
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merely provides a procedure which may be voluntarily used" 
to settle reparation claims. Of course, whether Congress 
has conferred by statute any "right to reparations" whatsoever 
through purely administrative means is the Dees 

raised by plaintiffs in their submission on the merits. We 
have, as indicated above, not thought it necessary a reach 
the merits in this case because, even if we were to decide 
that the Commission is not foreclosed by any Congressional 
or other restraint from doing what it did, we would still 

be of the view that Section 4 was applicable and should have 


been observed. That agency action falls within the permissible 
scope of statutory authority does not alone answer the question 
of the applicability of Section 4. 


The reverse would, indeed, appear to be true. Even 
assuming the power, the decision by the Commission to make 
its administrative processes and expertise available for a 
regular course of finding formerly effective rates to be illegal 
ir order that rebates may be made without violating the 
statutory prohibitions upon discrimination, -- that decision, 
we repeat, is hardly a routine determination in the discharge 
of the Commission's important functions, as witness the 
critical importance which the Commission itself now attributes 
to this device. It is scarcely the same as fixing the time 
within which pleadings must be filed. Compare Ranger v. 
FCC, 111 U.S App. D.C. 44, 294 F.2d 240 (1961). Nor is 
it simply a general pronouncement of the broad policy 


considerations which wiil motivate the Commission as it 


addresses itself to its appointed tasks. 


And regarding the nature of the Commission's order, Judge McGowan 


4 
concluded: aa 


It is, rather, a specific and definite commitment by 
the Commission of its energies and authority to an adjudication 
of the propriety of a return by a carrier toa shipper of a 
charge theretofore collected by the former for its services. 
Such an adjudication may, as we have seen, have palpable 
effects upon other carriers and shippers; and it is no answer 


to say that it creates no substantive rights because it is 
provided by the Commission only for those se who voluntarily 
choose to use it. A right to avail oneself of an administrative 
adjudication of this kind does not become trivial simply because 
it is optional. 


497 268 F.Supp. at 96. (emphasis added). 
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- - -The Commission now assures us that what it did was 
important to the proper implementation of the statutory scheme 
for judicial reparations. But that very quality of importance 

-- to the industry and to the public -- is what lies at the base 

of Section 4 of the APA and which informs that Congressional 

purpose in that law to expose proposed agency action by general 

tule to the test of prior examination and comment by the 
affected parties. 

The parallels between the ICC order in the National Freight case 
and Order No. 404 are clear and compelling. Like the ICC order, 
Order No. 404: 

(1) Is a definitive, specific, immediately effective commitment 

by the Commission. 

(2) Implements what the Commission construes to be the 

statutory mandate of a congressional act. 


(3) Reinstates a policy which was formerly in effect. 


(4) Confers a voluntary (elective) right of substantive impact. 


And like the ICC order, Order No. 404 does not qualify asa general 
policy statement within the exception of Section 553 of the APA and thus is 
void for failure to comply with the mandatory due process require- 


ments of Section 553. | 


The D. C. Court of Appeals in City of Chicago y. FPC, 385 F.2d 


629 (1967), in which the application of the Commission's Alabama-' 


Tennessee flow-through policy was in dispute, made the following | 


pertinent observation with regard to the Commission's obligations in 
g 8 


0/ 


effecting policy revisions: ze 


ee 
50/ 385 F.2d at 637 (emphasis added) (footnote omitted). 
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The Rule of Law does'not forbid an agency from medifying 

its regulatory policy,’ and the courts have upheld policy revision 
many times. Indeed one of the single attributes ef the administra- 
tive process isflexibility in reconsidering and reforming of 
policy. What is required by the Rule of Law is that agency 
policies and standards, whether or not modifications of previous 
policies, be reasonable and non-discriminatory, and flow 
rationally from findings that are reasonable inferences from 
substantial evidence. 


The Commission's attempt in Order No. 404 to declare by fiat what the 
“Rule of Law" requires to be based on findings supported by substantial 


evidence is a clear violation of due process and of the Congressional 


mandate of Section 553 of the APA. 


Furthermore, it is clear that the only exception to Section 553 
which is conceivably applicable to the subject case would also render 


Order No. 404 in violation of statutory due process requirements. 


51 
Section 553 provides in pertinent part as follows:— 


When rules are required by statute to be made on the record 

after opportunity for an agency hearing, Sections 556 and 557 

of this title apply instead of this subsection. 
Since Order No. 404 directly affects the rates of those companies subject 
thereto, as graphically illustrated by the Texas Gas case, supra, 
Sections 4 and 5 of the Natural Gas Act would also seem to apply. — 
Sections 4 and 5 of the Natural Gas Act clearly contemplate and have 
been construed to require that full hearings will be held to determine that 
the rates of natural gas cornpanies subject thereto are just and reasonable. 
The Alabama-Tennessee case itself typifies this approach to ratemaking. 
Therefore, regardless of whether Order No. 404 is characterized asa 
rulemaking or ratemaking order, its issuance without notice and opportunity 
to be heard violates statutory due process requirements. 


Si/_ 5 U.S.C. §553. 
52/ 15 U.S.C. §§ 717c, 7174. 
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CONCLUSION 


For the foregoing reasons, APGA respectfully submits (1) that 
Order No. 404 violates the ''actual taxes paid" principle of the Natural 
Gas Act and is thus substantively null and void and (2) that Order No. 
404 violates Section 553 of the Administrative Procedure Act as well 
as Section 4 and 5 of the Natural Gas Act and is thus procedurally null 
and void. Therefore, APGA respectfully requests that Commission 
Order No. 404 be reversed and set aside and that any other relief. 


found to be proper under the circumstances be granted. 


Respectfully submitted, 


AMERICAN PUBLIC GAS ASSOCIATION 
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COUNTERSTATEMENT OF THE ISSUES 


1. Can the Commission, for rate making purposes, im- 
pute a method of accounting for tax depreciation (i.e., 
flow-through) which Congress has specifically determined 
to be no longer available to a regulated utility which 
exercised its election under Section 441 of the Tax Reform 
Act of 19692 


2. Is the Commission required to give notice or the op- 
portunity to be heard, under the Administrative Procedure 
Act (5 U.S.C. § 553), where it merely indicates, in a State- 
ment of Policy, that it will permit a regulated company 
exercising such an election to use a normalization method 
of accounting for tax depreciation when that method 


(a) was specifically authorized by Congress, and 


(b) had been judicially approved on several prior 
occasions? 


This case has not previously been before this Court. 


COUNTERSTATEMENT OF THE CASE 


Basically, we adopt Respondent’s Counterstatement of 
the Case. We do wish to point out a few salient facts 
and to further emphasize other points. 


Intervenor, Texas Gas Transmission Corporation (Texas 
Gas), among other activities, owns and operates an inter- 
state natural gas transmission system which originates in 
the States of Louisiana and Texas and terminates in the 
State of Ohio. It is classified as a natural-gas company 
within the meaning of the Natural Gas Act. 15 U.S.C. 717. 


Within 180 days of the enactment of the Tax Reform 
Act of 1969, 83 Stat. 457,1 Texas Gas made its election 
to abandon the use of flow-through with respect to post- 
1969 public utility expansion property in accordance with 


1 The Tax Reform Act of 1969 became law on December 30, 1969. 
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the provisions of Section 441 of that Act? A copy of the 
letter to the Internal Revenue Service making the aforesaid 
election was duly served upon the Commission (R. 5). 


The immediate effect or result of said election to aban- 
don flow-through was to require Texas Gas to use the 
straight-line method of depreciation for tax and rate 
purposes with respect to post-1969 public utility expansion 
property unless the Commission permitted the use of nor- 
malization with liberalized depreciation. Once the elec- 
tion had been made, the flow-through method could no 
longer be considered as a ‘‘reasonable allowance’? with 
respect to post-1969 public utility expansion property 
within the meaning of Section 167(a) of the Internal 
Revenue Code, 26 U.S.C. 167. To repeat, the only methods 
then available were straight-line depreciation or, if per- 
mitted by the Commission, liberalized depreciation with 
normalization. 


On May 15, 1970, the Commission issued its Order No. 
404 (R. 1-4) here under review in which it correctly 
analyzed the provisions of Section 441 of the Tax Reform 
Act of 1969, 83 Stat. 487, et seq., as follows: 


“‘Section 441 of the Tax Reform Act of 1969, 83 Stat. 
487, et seq., which relates to depreciation allowance 
for regulated industries provides, in substance, the 
following with respect to certain types of public utility 
property, including property of electric and natural 
gas pipeline companies: 


““(a) If straight-line depreciation is presently 
being used, it must continue to be used for existing 
property or property in the hands of a utility at any 


2 Section 441 of the Tax Reform Act of 1969 is reproduced as Appendix A 
to this Brief. 


3 Under normalization, taxes for rate making and regulatory accounting 
purposes are computed on the basis of straight-line depreciation although 
for tax purposes liberalized depreciation is used; the difference between the 
tax that would have been paid under straight-line depreciation and the actual 
tax based on liberalized depreciation is put into a deferred-tax reserve 
account by the taxpayer. 
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time before January 1, 1970; for property con- 
structed or acquired thereafter the utility may con- 
tinue on the straight-line method, or it may change 
to a liberalized method providing it follows a nor- 
malization method of accounting; 


‘‘(b) If a normalized method has been used it may 
continue to be used both for existing property and 
for property constructed or acquired after Janu- 
ary 1, 1970; or the utility may change to straight- 
line depreciation for both kinds of property; and 


““(¢) If the flow-through method of accounting is 
presently being used it may continue to be used for 
both existing and new property; however, for prop- 
erty constructed or acquired after January 1, 1970, 
to the extent to which such property increases the 
productive or operational capacity of the utility and 
is not a replacement of existing capacity, the utility 
may elect within 180 days of the enactment of the 
Act to change to a straight-line method, or, if per- 
mitted to do so by the appropriate regulatory au- 
thority, to a normalization method.’’ 


The Commission then found that since normalization re- 
sults in a sharing of tax benefits by consumers and regu- 
lated companies, it is in the public interest that companies 
subject to the jurisdiction of the Commission, which have 
made an election with respect to post-1969 expansion public 
utility property, be permitted to employ normalization 
for accounting and rate making purposes. This was not 
surprising since the Commission had previously found in 
Northern Natural Gas Company, 25 FPC 431 (1961) that 
liberalized depreciation with normalization gives a utility 
the use of the funds generated by the difference in tax, dur- 
ing the early years, at zero cost—a benefit not available 
under the straight-line method. In addition, the Commis- 
sion, in Order 404, announced that it would continue its 
policy of deducting the accumulated deferred tax reserve 
from the company’s rate base. Thus, the rates under Or- 
der 404 will be less than the rates which would result from 
the utilization of the straight-line method. 


5 
Applications for rehearing (R. 7-39) were denied by 
the Commission’s Order No. 404-A issued on July 9, 1970 
(R. 73-76). 


By Petitions timely filed, the aforesaid Orders 404 and 
404-A are here under review. 


I. THE COMMISSION PROPERLY CONSTRUED SECTION 
441 OF THE TAX REFORM ACT OF 1969 


A. Prior Decisions Are Inapplicable 


Petitioners’ construction of Section 441 of the Tax Re- 
form Act of 1969 (Appendix A), is based upon Commission 
and Court decisions which are no longer applicable and 
upon a House of Representatives version of the Tax Re- 
form Bill of 1969 which did not become law. 


It would seem, according to Petitioners, as though the 
conclusions reached by a bare majority (3-2) of the Com- 
mission in the Alabama-Tennessee and Midwestern cases 
were carved in granite and are, therefore, somehow im- 
mutable.! But these decisions were based upon the Com- 
mission’s interpretation of Section 167 of the Internal 
Revenue Code, and its legislative history, prior to the en- 
actment of the Tax Reform Act of 1969. The provisions 
of Section 441 of the Tax Reform Act of 1969 and its legis- 
lative history are entirely different from the language of 
Section 167 of the Internal Revenue Code and its legislative 
history prior to its amendment by the new Act. It is, there- 
fore, apparent that Commission and Court decisions relat- 
ing to the latter may have no necessary relationship to the 
former. In fact, this is precisely the case in the instant 
proceeding. -As we will show, the decisions in the Alabama- 
Tennessee and Midwestern cases are not pertinent to the 
proper interpretation of the more recent statute. 


4 Alabama-Tennessee Natural Gas Company, 31 FPO 208 (1964); 359 F. 2d 
318 (1966). Midwestern Gas Transmission Company, 36 FPC 61 (1966) ; 388 
F. 2d 444 (1968). 
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If one thing is clear, the legislative history surrounding 
the Tax Reform Act of 1969 makes it perfectly evident that 
the entire thrust of Section 441 of that Act was to restrict 
regulatory agencies in their handling of tax depreciation 
for rate making purposes. 


B. The Alabama-Tennessee Case Is Inapplicable 


To repeat, the Commission and Court decisions in the 
Alabama-Tennessee and Midwestern cases supra were based 
upon an interpretation of Section 167 of the Internal Rev- 
enue Code of 1954 and its legislative history prior to its 
amendment by Section 441 of the Tax Reform Act. In con- 
sidering this matter, the Commission in Alabama-Tennessee 
stated: 


“The legislative history of Section 167 like the lan- 
guage of the section, admittedly makes no reference to 
the manner in which taxes computed thereunder by 
regulated companies should be treated for rate-fixing 
purposes. We are therefore left without the aid of any 


contemporaneous expression of Congressional intent 
as to the proper regulatory treatment of liberalized de- 
preciation.”’ (31 FPC at 210) 


Prior thereto, in 1963, this Court had the occasion to con- 
sider the legislative history of Section 167 of the Internal 
Revenue Code and had come to a similar conclusion: 

“We now briefly consider the policy underlying § 167 
of the tax statute. Nothing in the language or legis- 
lative history indicates that Congress considered its 
regulatory consequences.”’ Panhandle Eastern Pipe 
Line Company v. F.P.C., 316 F.2d _659, 662, 115 US. 
App. D.C. 8, , cert. den. 375 U.S. 881, 84 S.Ct. 147. 


The reviewing court in Alabama-Tennessee likewise came 
to the same conclusion, 359 F.2d 318, 330 (1966). 


Under such cireumstances, where there was no discern- 
ible intent of Congress expressed, it is understandable that 


5 As a matter of fact, the Fifth Cireuit quoted, with approval, the portion 
of this Court’s decision in Panhandle, supra, as set forth above, that nothing 
in the legislative history of Section 167 indicates that Congress had con- 
sidered its regulatory consequences. 
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the court in Alabama-Tennessee concluded that the proper 
regulatory treatment of accelerated depreciation under 
Section 167 of the Internal Revenue Code fell within the 
discretion of the Commission. 359 F.2d at 335, 336. 


It was in the complete absence of any expressed Congres- 
sional intent that Alabama-Tennessee and its progeny, 
Midwestern, were born. There is certainly no absence of 
an expressed Congressional intent with respect to Section 
441 of the Tax Reform Act of 1969. To the contrary, as 
we will show, the intent of Congress is fully and clearly 
expressed. There should be no question that Congress fully 
considered the regulatory consequences of the tax depre- 
ciation provisions of the new Act. 


C. The Tax Reform Act, on Its Face, Shows That Congress 
Considered the Regulatory Consequences 


In sharp contrast to the old Section 167 of the Code, the 
intent of Congress with respect to Section 441 of the Tax 
Reform Act of 1969 is clear. An objective reading of the 
latter section will establish that Congress had carefully 
considered the regulatory consequences of the Act (Appen- 
dix A). Even the subtitle of the Act embracing Section 441 
gives clear evidence of this. In bold print it states: ‘Sus- 
TittE E—Depreciation AtLowep REGULATED Inpustrigs ;’’, 
Regulatory language is used constantly throughout the en- 
tire section. Terms such as “‘normalization method of ac- 
counting’’ (paragraph (1)(G)); ‘‘flow-through method of 
accounting’’ (paragraph (1)(B)); ‘‘cost of service for rate 
making purposes’? (paragraph (1)(G)(i)); ‘regulated 
books of accounts’’ (paragraph (1)(G)(i)) have little or 
no significance except within the framework of regulation. 

Additionally, the special 180-day election, as to post-1969 
public utility expansion property, entitled ‘Special Rules 
as to Flow-through Method’? has no meaning except under 
regulation: 


“*(4) Special rules as to flow-through method.— 


“‘(A) Election as to new property representing 
growth in capacity.—If the taxpayer makes an election 
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under this subparagraph within 180 days after the date 
of the enactment of this subparagraph in the manner 
prescribed by the Secretary or his delegate, in the case 
of taxable years beginning after December 31, 1970, 
paragraph (2)(C) shall not apply with respect to any 
post-1969 public utility property, to the extent that 
such property constitutes property which increases the 
productive or operational capacity of the taxpayer with 
respect to the goods or services described in paragraph 
(3)(A) and does not represent the replacement of ex- 
isting capacity.”’ 


The above provision shows that Congress intended to, 
and did, prescribe, very specifically, the proper regulatory 
treatment of tax depreciation, at least in the area involved 
in the instant proceeding.® A regulated utility was author- 
szed under the terms of this Act to make an election, within 
180 days after its enactment, not to have liberalized depre- 
ciation with flow-through apply with respect to post-1969 
expansion property. In other words, a regulated utility 
could abandon flow-through with respect to such property. 
In the context of the new Act, this meant that such a method 
would no longer, under such cireumstanees, be considered 
a ‘reasonable allowance’’ for tax depreciation purposes 
within the meaning of the Internal Revenue Code. 


D. The Legislative History of the Tax Reform Act Supports 
the Commission’s Interpretation 
The legislative history of the Tax Reform Act of 1969 
underscores the correctness of the Commission’s interpre- 
tation of Section 441 thereof. 


The President’s Proposal 


The Tax Reform Act of 1969 had its genesis in the tax 
reform proposals of President Nixon which were submitted 
to the House Ways and Means Committee by the Treasury 
Department on April 22, 1969. The press release of the 


6 There is no dispute that Paragraph (2)(C), as set forth in the quoted 
portion of the Act, means liberalized depreciation with flow-through. 
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Treasury Department, dated April 21, 1969 (for release 
after 10:00 a.m., Tuesday, April 22, 1969), sets forth a sum- 
mary of tax reform proposals being recommended by the 
President and, with respect to accelerated depreciation, 
stated: 


“Accelerated Depreciation: Public Utilities and Others. 
* * * * * * * 

“‘Federal and state regulatory commissions would be 
prevented from requiring a publie utility to compute 
net income after tax for rate making purposes as if ac- 
celerated depreciation had been taken unless the utility 
voluntarily elects accelerated depr eciation. Utilities 
are forced by the position of some commissions to claim 
accelerated depreciation to reduce their taxes, and the 
benefits are flowed through to the consumers at the 
expense of the Federal revenues generally. This rule 
will preserve the status quo and prevent further adop- 
tion by regulatory commissions of the ‘flow-through’ 
concept except w here the utility itself elects accelerated 
depreciation. This change will prevent an annual reve- 
nue loss which could reach $1.5 billion if this limitation 
were not imposed.”’ 


The Nixon Administration, therefore, had made its views 
crystal clear that, insofar as accelerated depreciation relat- 
ing to public utilities was concerned, it was requesting the 
Congress to restrict both Federal and state regulatory com- 
missions from reducing utilities’ rates and flowing through 
the benefits to consumers at the expense of Federal tax 
revenues. Thus, there can be no question that the tax re- 
form proposal, at its inception, was intended to impose re- 
strictions upon regulatory commissions in their rate treat- 
ment of accelerated depreciation. 


House Action—H.R. 13270 


The tax reform proposal was reported by the House Com- 
mittee on Ways and Means on August 2, 1969 as H.R. 13270. 
The Committee Report accompanying the bill summarized 
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the Committee’s action with respect to depreciation in the 
case of regulated industries as follows: 


“619, Depreciation in case of regulated industries.— 
Action is taken generally to limit the depreciation, 
which may be taken in the case of certain regulated 
industries, to straight line depreciation unless the ap- 
propriate regulatory agency permits the company in 
question to take accelerated depreciation and ‘normal- 
ize’ its tax reduction. However, in the case of exist- 
ing property, no faster depreciation may be taken than 
is presentely taken. Companies already on ‘flow 
through’ may not change without permission of their 
regulatory agencies.”’ (U.S. Code Cong. & Ad. News, 
Vol. 2, 1969, p. 1650)? 


In explaining its ‘‘General Reasons for Change’’, the 
House Committee on Ways and Means expressed its deep 
concern about the loss of Federal tax revenues resulting 
from the actions of certain regulatory agencies in their 
treatment of accelerated depreciation for rate-making pur- 
poses: 


“<General reasons for change.—The trend of recent 
years has been that regulated utilities previously on 
straight line depreciation have been shifting to various 
forms of accelerated depreciation. At the same time, 
regulatory agencies which had previously permitted 
the tax deferrals resulting from accelerated deprecia- 
tion to be ‘normalized’ (computing the greater Fed- 
eral income tax liability that would have resulted from 
use of straight line depreciation and adding this amount 
to a reserve account for future tax liability on the regu- 
lated utility’s books of account), have been shifting 
toward requiring the flowing through to customers cur- 
rently of the tax deferrals resulting from the use of 
accelerated depreciation. Finally, within the past 12 
months several agencies have imputed accelerated de- 
preciation in determining the Federal tax expense of 
the utilities, and flowed through the resultant tax de- 


7It may be noted here that H.R. 13270 contained no language to support 
the need for regulatory commission approval to change from ‘‘flow-through’’. 
This, however, is irrelevant to the issues presented in the instant proceeding. 
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ferrals, even though the particular utilities involved 
were in fact using straight line depreciation and in fact 
were paying the greater current Federal income taxes 
resulting from the use of that method of depreciation. 
(U.S. Code Cong. & Ad. News, Vol. 2, 1969, p. 1782) 


* * % ” * 


“Your committee has been advised that, if those 
trends were to continue, there could very shortly be a 
revenue loss of approximately $1.5 billion; some esti- 
mates indicate that the loss might be considerably 
closer to $2 billion per year. Your committee has de- 
termined that the likely revenue loss from wholesale 
shifts to accelerated depreciation and flow through is 
unacceptable at this time.’’ (U.S. Code Cong. & Ad. 
News, Vol. 2, 1969, p. 1783) 


The above-quoted statement from the House Committee 
Report, as well as others contained therein, make it per- 
fectly evident that the Committee was well aware of the 
regulatory treatment of accelerated depreciation under 
Section 167 of the Internal Revenue Code. It is equally 


evident, from the report, that the House of Representatives, 
through its passage of H.R. 13270, intended to change this 
by restricting the actions of regulatory agencies in their 
rate-making treatment of tax depreciation. 


Senate Action—H.R. 13270 


On August 8, 1969, H.R. 15270 was introduced in the Sen- 
ate of the United States and referred to the Committee on 
Finanee. After hearings, the Senate Finance Committee 
on November 21, 1969 reported H.R. 13270 with Committee 
Amendment (in the nature of a substitute). In its report 
accompanying H.R. 13270, the Committee gave as its ‘‘Gen- 
eral Reasons for Change’’: 


““General reasons for change.—The trends of recent 
years are shifts from straight line to accelerated de- 
preciation and shifts from normalization to flow- 
through, often against the will of the taxpayer utilities. 
In general, flow through to customers doubles the tax 
revenue loss involved in shifting from straight line to 


accelerated depreciation. It is understood that con- 
tinuation of these trends would shortly lead to revenue 
losses of approximately $1.5 billion. Such a revenue 
loss from this item is unacceptable at this time. On the 
other hand, a rule requiring all such utilities to shift to 
straight line depreciation would place regulated utili- 
ties at an unfair competitive disadvantage, both in 
terms of the sale of their products or services and their 
attractiveness to equity investors. Consideration of 
legislative action in this area is complicated by the fact 
that many utilities do not have effective monopolies 
while others do; many utilities are in growing indus- 
tries while others are losing ground; many utilities 
compete (to the extent they face any competition) only 
with other regulated utilities while others compete with 
businesses not subject to governmental rate regula- 
tion.?? (U.S. Code Cong. & Ad. News, Vol. 2, 1969, p. 
2204) 


In general, the reasons given for changing the existing 
law are substantially similar to the reasons given by the 
House Committee on Ways and Means. However, the Sen- 
ate Finance Committee included, as a Committee amend- 
ment, a special election to be made within 180 days after 
the date of enactment of the bill for a utility (1) to shift 
from the flow-through method to the straight-line method, 
with or without the permission of the appropriate regula- 
tory agency, or, (2) to shift to the normalization method 
with the permission of the regulatory agency. With re- 
spect to the special 180-day election, the Report of the Sen- 
ate Finance Committee stated: 

‘The committee amendments, while in most respects 
the same as the House provisions, differ in one prin- 
cipal area. The amendments permit an election to be 
made within 180 days after the date of enactment of 
the bill for a utility covered by this provision to shift 
from the flow-through to the straight-line method, with 
or without the permission of the appropriate regula- 
tory agency, or permit it with the permission of the 
regulatory agency to shift to the normalization method 
(that is, to come under general rules of the bill). 

“This election applies both as to new and existing 
property. In order to provide sufficient time for the 
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regulatory agency to authorize an electing company to 
change its books from flow-through to normalization 
and to use normalization in computing the rates 
charged to the company’s customers, the bill provides 
that the election will take effect at the start of the com- 
pany’s first taxable year beginning after December 31, 
1970. If the books and rates have been conformed to 
normalization by then, the company may continue to 
use accelerated depreciation so long as it continues to 
normalize; if not, the company must use only straight 
line depreciation. Since the company would no longer 
be permitted to use accelerated depreciation (unless 
the agency later permits it to normalize), the agency 
would not be able to impute the use of accelerated de- 
preciation with flow-through. In other words, a com- 
pany that makes this election would be under the gen- 
eral rule of the bill after its election takes effect.’’ 
(U.S. Code Cong. & Ad. News, Vol. 2, 1969, p. 2206) 
(Emphasis supplied.) 


It is to be noted that the Senate Finance Committee amend- 
ment relating to the special 180-day election as it was re- 


ported to the Senate, applied to both new and existing 
property. 

The Senate passed H.R. 13270 with the amendment (in 
the nature of a substitute) as recommended by the Senate 
Finance Committee. 


Conference Committee Action—H.R. 13270 


The Conference Report accompanying H.R. 13270 was 
issued on December 21, 1969. With respect to depreciation 
to be allowed regulated industries, the Conference Report 
states in pertinent part: 


‘1. Depreciation allowed regulated industries (sec. 167 
of the code) 


“The Senate amendment makes the following 
changes in the House bill: (a) oil pipelines are removed 
from and steam transporters and distributors and 
Comsat are added to the categories of utilities to which 
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the provision applies; (b) where a company was in the 
process of changing methods of depreciation or meth- 
ods of keeping its regulated books of account, the com- 
pany is treated as having changed if it had filed a 
timely request for permission to change before August 
1, 1969, or had changed in its regulated books of ac- 
count for its July 1969 accounting period; (c) several 
technical changes are made to insure that the normali- 
zation requirement is not avoided by those to whom the 
pill applies; (a) an election is permitted to be made 
within 180 days after the date of enactment by a com- 
pany at present on flowthrough to come under the rules 
of the bill; and (e) a special provision permits a com- 
pany under specified circumstances to avoid the rules 
of the bill by changing from normalization to flow- 
through. 


“<The conference substitute (sec. 441 of the substitute 
and sec. 167(1) of the code) follows the Senate amend- 
ment except that the special provision referred to in 
(e) above is stricken and the 180-day election (item (d), 
above) is modified to apply _to new property and not 
to replacement property. Even in the case of new 


property, however, the right to change over from the 
flowthrough method is to be available only to the ex- 
tent the new property increases the productive or 
operational capacity of the company.” (U.S. Code 
Cong. & Ad. News, Vol. 2, 1969, p. 2427) (Emphasis 
supplied.) 


The Conference Report shows that the conference substi- 
tute followed the Senate amendment with respect to the 
180-day election, modified, however, to apply to new prop- 
erty only to the extent that such property increases the 
productive or operational capacity of the company. It is 
beyond question, therefore, that the explanation contained 
in the Senate Report with respect to the 180-day election 
is equally applicable to the conference substitute with re- 
spect to the type of property described therein. 


Since the conference substitute was passed by both houses 
of Congress, it is now erystal clear that Congress in- 
tended to provide an election to regulated utilities to 
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abandon flow-through for rate-making purposes with re- 
spect to post-1969 expansion property and use, instead, 
either (1) straight line depreciation, with or without per- 
mission of the appropriate regulatory agency, or (2) ac- 
celerated depreciation with normalization with permission 
of the appropriate regulatory agency. Conversely, it is 
clear that Congress intended to preclude regulatory 
agencies from imputing flow-through to any regulated 
utility exercising its election with respect to post-1969 ex- 
pansion property. 


In summary, the legislative history of Section 441 of 
the Tax Reform Act of 1969, at every turn, completely 
supports the Commission’s interpretation thereof, i.e., that 
the regulated utility has an absolute and unqualified right 
to exercise its special election to abandon flow-through and 
that the Commission is bound by such election for rate 
making purposes. 


E. Petitioners’ Interpretation of Tax Reform Act 
Is Unsupported 


Petitioner, Memphis, (Br. p. 8) relies most heavily upon 
the following statements appearing in the report of the 
House Committee on Ways and Means to support its con- 
tention that the special 180-day election cannot be inter- 
preted to mean what Congress says it means: 


“‘Consideration has been given to suggestions by the 
Federal Power Commission and others that regulated 
utilities no longer be permitted to use a method of 
depreciation other than straight line. However, your 
committee concluded that, in too many cases, this 
would place regulated utilities at an unfair competi- 
tive disadvantage, both in terms of the sale of their 
products or services and their attractiveness to equity 
investors. Also, this would result in prompt, substan- 
tial, and widespread utility rate increases.’? (U.S. 
Code Cong. & Ad. News, Vol. 2, 1969, p. 1783) 
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Memphis contends, essentially, that since the House Com- 
mittce on Ways and Means rejected the Commission’s sug- 
gestion that regulated utilities no longer be permitted to 
use a method of tax depreciation other than straight-line 
because it “¢... would result in prompt, substantial, and 
widespread utility rate increases”’, Congress could not 
have given regulated utilities an unqualified election (180- 
day election) which would have the same result. However, 
as heretofore pointed out, the special 180-day election came 
about as a result of the Senate Finance Committee amend- 
ment as to which that Committee stated, in its Report ac- 
companying H.R. 18270: 


“Revenue effect.—The revenue increases under these 
amendments are estimated at $60 million in 1970, $260 
million in 1974, and $310 million in 1979. This does 
not take into account any possible elections of those 
on flow through to shift, within a 180-day period, to 
straight line or normalization (if permitted by their 
regulatory agency) with respect to both future and 


existing property, since it is not possible to know how 
many will make such an election.’? (U.S. Code Cong. & 
Ad. News, Vol. 2, 1969, p. 2208) 


It is obvious, therefore, that Congress was fully aware of 
the fact that the special 180-day election would have the 
effect of increasing tax revenues. In addition, it is also 
significant that the Senate Report, which in most respects 
follows the format and language of the House Report under 
‘<General Reasons for Change’, differs materially from 
that of the House in rejecting the suggestion that all util- 
ities should be required to use straight-line depreciation: 


‘««. . . On the other hand, a rule requiring all such 
utilities to shift to straight line depreciation would 
place regulated utilities at an unfair competitive dis- 
advantage, both in terms of the sale of their products 
or services and their attractiveness to equity investors. 
Consideration of legislative action in this area is com- 
plicated by the fact that many utilities do not have 
effective monopolies while others do; many utilities 
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are in growing industries while others are losing 
ground; many utilities compete (to the extent they face 
any competition) only with other regulated utilities 
while others compete with businesses not subject to 
governmental rate regulation.’? (U.S. Code Cong. & 
Ad. News, Vol. 2, 1969, p. 2204) 


In rejecting the suggestion, it can readily be seen that 
the Senate Finance Committee makes no reference, as did 
the House Report, that the suggested rule would result 
in widespread utility rate increases. In all other respects, 
the rejection by both committees appear to be strikingly 
similar. It can be assumed that the Senate Finance Com- 
mittee purposely deleted the reference to rate increases 
since it was aware of the fact that the enactment of the 
special 180-day election could, in fact, result in rate 
increases. 


Memphis cites (Br., p. 8) the House Report which states, 
in explaining the bill, that, if a taxpayer presently flows 
through to its customers the benefits of deferred taxation, 


then it must stay on accelerated depreciation and flow- 
through unless the regulatory agency permits it to change. 
Memphis then argues that such an intent and purpose, on 
Congress’ part, is totally at variance with the Commis- 
sion’s construction of the new Act. However, Memphis 
fails to point out that the quotation from the House Report 
related to the House version of the Tax Reform Act which 
mever became law—the significant and critical difference 
being the inclusion by the Senate of the special 180-day 
election. Therefore, statements in the House Report which 
do not take this into consideration are irrelevant to a 
proper interpretation of the Tax Reform Act of 1969 as 
finally enacted by Congress. 

Memphis places special emphasis upon an argument which 
is summarized at page 5 of its brief as follows: 


“1, (a) The new Act is not intended to revise pres- 
coy effective depreciation practices, but to ‘freeze’ 
them.’’ 
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In support of this, Memphis places principal reliance upon 
the following statement appearing at page 11 of its brief : 


““The Joint Committee thought it had drawn the bill 


‘... in a way that (with very few exceptions) will 
require no increase in utility rates, because of the tax 
laws, since by and large, it merely takes the various 
regulatory situations as it finds them and freezes those 
situations. Summary of HR 13270 Tax Reform Act 
of 1969 by Staff of Joint Committee on Internal Rev- 
enue Taxation, p. 73 (italics added).’ ”’ 


From this, Memphis argues that the existing situation with 
respect to the regulatory treatment of tax depreciation was 
frozen by the Congress and, therefore, irrespective of what 
the Tax Reform Act provides, a regulated utility cannot 
abandon flow-through without the permission of the regula- 
tory agency concerned. 


In the first place, it is apparent that the statement, quoted 
from the Staff Summary refers to H.R. 13270 prior to the 
amendments of the Senate (including the 180-day special 
election) which were finally adopted by both Houses of 
Congress. Secondly, the statement about ‘‘freezing’’ is 
incorrect. Of necessity, it must have been predicated upon 
the following statements in the House Report: 


‘¢ Accordingly, your committee has determined in 
general to ‘freeze’ the current situation regarding 
methods of depreciation in the case of those companies 
in what are, by and large, the more healthy utility 
industries. No change is made regarding utility in- 
dustries whose members are, by and large, earning 
well below their permitted rates of return.’”? (US. 
Code Cong. & Ad. News, Vol. 2, 1969, p. 1783) 


It will be noted that the Report uses the prefatory words 
‘Cin general’’. The Staff Summary does not. There is no 
question that both Houses of Congress intended to pre- 
clude regulatory agencies from requiring utilities to use 
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a faster method of depreciation than had been used his- 
torically. Both Houses were deeply concerned about the 
loss of Federal tax revenues through wholesale shifts to 
accelerated depreciation and flow-through. It is perfectly 
understandable that the Committee would describe the leg- 
islative restrictions which it was placing upon regulatory 
agencies as an action ‘‘... in general to ‘freeze’ the cur- 
rent situation ...’’. It is a long step, and quite a different 
thing, however, to construe such language to mean a ‘‘com- 
plete freeze’’ of the current situation. Such a construction 
would completely nullify and defeat the clearly expressed 
Congressional intent and purpose in enacting the special 
180-day election provision of Section 441 of the new Act. 


II. THE COMMISSION'S PERMISSION TO USE 
NORMALIZATION IS FULLY JUSTIFIED 


We have already established that, under the special 
180-day election, a regulated utility can elect to use 
straight-line depreciation with respect to post-1969 expan- 
sion property, either with or without the permission of the 
regulatory agency, or it may use accelerated depreciation 
with normalization if permitted by the regulatory agency. 
In other words, once the election is made, the utility must 
use straight-line depreciation unless the regulatory agency 
permits the use of normalization. These are the only alter- 
natives under the Tax Reform Act after the election has 
been made. The utility making the election, therefore, can 
no longer use flow-through with respect to post-1969 ex- 
pansion property. The Commission properly stated in Or- 
der No. 404-A: 


‘*Any argument, under these conditions comparing the 
merits of flow-through and normalization tax account- 
ing methods is irrelevant since the only available choice 
is between normalization and straightline.’’ 


As between straight-line depreciation and liberalized de- 
preciation with normalization, there would seem to be 
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little question as to which is more in the public interest. 
The rates to the customers will be the same, under either 
method, initially. Thereafter, however, the utility’s rates 
under Order 404 will be less than the rates which would 
result through the use of straight-line depreciation. This 
is so because the Commission announced in Order No. 404 
that it would continue the policy adopted in Alabama- 
Tennessee, supra, of deducting the amounts in the acerued 
deferred tax account from rate base. 


In addition, the Commission had long since found that 
liberalized depreciation with normalization is preferable 
to straight-line. Northern Natural Gas Co., 25 FPC 431 
(1961). In that case, the Commission found that liberalized 
depreciation with normalization gives the company the use 
of the funds generated by the difference in tax, during the 
early years, at zero cost. This, of course, is of benefit to 
both the utility and its customers—particularly at this 
time when the cost of long-term debt is at an all time high. 


Further, normalization has the effect of improving a 
company’s ‘‘before tax’? coverage which, as we will ex- 
plain in our brief in No. 24,517, has an important bearing 
upon the quality of rating given to debt securities of a 
utility by the rating agencies in connection with the sale 
of such securities to the public. 


The advantages to the utility and its customers of liber- 
alized depreciation with normalization vis a vis straight- 
line depreciation should be self-evident. As far as we can 
determine, no one in this proceeding is contending other- 
wise. 


It is also significant to note that several Federal Appel- 
late Courts, including this Court, have had the occasion to 
review Commission decisions which have authorized the 
normalization method for accounting and rate-making pur- 
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poses under Section 167 of the Internal Revenue Code. In 
no instance did the reviewing court indicate its disapproval 
of such a method.® 


A. Normalization Does Not Provide Profits for the Utilities 


APGA, in its Brief at p. 12, displays an utter lack of 
knowledge as to the meaning and effect of normalization 
when it says: 

“¢ |. . only the fiscally naive would doubt the inclina- 
tion of the companies previously on flow through to 
abandon flow through for the guaranteed added profits 
available under normalization.’’ 


We categorically deny that normalization will provide any 
‘‘ouaranteed added profits’’ to any utility. 


Under normalization accounting, the difference in taxes 
on income which are payable because of the use of liber- 
alized depreciation in computing such taxes, as compared 
to the taxes payable using the depreciation deduction 


otherwise appropriate and allowable for tax purposes, is 
credited to Account No. 282 of the Commission’s Uniform 
System of Accounts entitled ‘‘Accumulated Deferred In- 
come Taxes—Liberalized Depreciation’? and the same 
amount is debited to Account No. 410 entitled ‘‘Provision 
for Deferred Income Taxes.’’ Account No. 282 is a reserve 
for deferred taxes. The utility is restricted in its use of 
this account. For example, it cannot transfer the balance 
in the account, or any portion thereof, to surplus or make 
any use thereof except as specifically provided in the text 


8 El Paso Natural Gas Co, v. F.P.C., 281 F. 2d 567 (1960); Cities of 
Lexington and Etc., Ky. v. F.P.C., 295 F.2d 109 (1961); Panhandle Eastern 
Pipe Line Co. v. F.P.C., 316 F. 2d 659, 115 App. D.C. 8 (1963). Sce also: 
City of Detroit v. F.P.C., 230 F, 2d 810, 97 App. D.C. 260 (1955) with re- 
spect to accelerated amortization under Section 168 of the Internal Revenue 
Code. 
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of the account without prior approval of the Commission. 
Obviously, this reserve cannot be used for the payment of 
dividends or distributed, in any form, to the stockholders. 
Unlike profits or return, it is not available to the investors. 


The contra entry, as stated above, is a debit to Account 
No. 410 which, in accordance with accounting practices 
prescribed both by the Commission and the Accounting 
Principles Board, is treated as any other expense. Thus, 
it is deducted from income to determine Net Operating 
Revenues (return) and Net Income so that the tax amount 
being deferred currently is likewise not available for in- 
terest or dividend payments or for distribution to stock- 
holders. 


In addition, as heretofore noted (p. 20 supra), the Com- 
mission, in Order No. 404, declared that the reserve for 
deferred taxes in Account No. 282 would be deducted from 
the utility’s rate base: 


“It will remain our policy as decided in Alabama- 
Tennessee Natural Gas Co., 31 FPC 208, modified 31 
FPC 928 (1964), affirmed, sub nom. Alabama-Tennessee 
Natural Gas Co. v. F.P.C., 359 F.2d 318 (CA5), cer- 
tiorari denied, 385 U.S. 846 (1966), to deduct the 
balances in Account No. 282 of the Uniform System 
of Accounts from rate base and not to consider such 
balances as part of capitalization in rate proceedings 
before the Commission.’’ 


The Commission, by this action, has declared that it will 
not permit any utility to earn any return on the reserve 
for deferred taxes in Account No. 282. 


The reviewing court in the El Paso case has also made 
it clear that the reserve for deferred taxes in Account No. 
282 does not represent profit to the company. In referring 
to the reserve, the Court stated: 


‘These amounts can never represent added return to 
the company because of the restriction as to their use.’’ 
281 F. 2d 567, 574 (1960). 
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This court came to a similar conclusion in connection with 
normalization under Section 168 of the Internal Revenue 
Code (26 U.S.C.) : 


“‘By setting up a special reserve for the tax saving of 
the first five years, the Commission insures that this 
amount will go to meet the increased taxes after that 
period, rather than being paid out in dividends.”’ City 
of ek v. F.P.C., 230 F. 2d 810, 821 (1955), 97 App. 
D. C. 260. 


- ORDER NO. 404 IS A STATEMENT OF GENERAL 
POLICY INTERPRETING THE MANDATE OF CON- 
GRESS AND THEREFORE DOES NOT REQUIRE PRIOR 
NOTICE 


A. Petitioner Misread Order No. 404 


Petitioner Memphis, in its brief (p. 17), takes the posi- 
tion that Order 404 denied to them the benefits of flow- 
through accounting and rate making in respect of post- 
1969 expansion property. This contention is without foun- 


dation. What accomplished the denial of flow-through 
with respect to post-1969 expansion property was the 180- 
day election by the pipeline company under Section 441 
(a)(4)(A) of the Tax Reform Act of 1969 (Appendix A). 


The Tax Reform Act of 1969 gave regulated utilities 
the absolute, unqualified right, within 180 days from the 
enactment of the Act, to elect not to use the flow-through 
method for either accounting or rate-making purposes with 
respect to post-1969 expansion property. 


This election was made by Texas Gas by letter dated 
June 8, 1970 to the Commissioner of Internal Revenue (R. 
6) reading, in pertinent part, as follows: 


‘‘Pursuant to Section 167(1)(4)(A) of the Internal 
Revenue Code of 1954, taxpayer elects to not have the 
provision of paragraph (2)(¢) of section 167(1), flow- 
through method, apply with respect to post-1969 public 
utility property which increases the productive or op- 
erational capacity of the taxpayer and does not repre- 
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of the account without prior approval of the Commission. 
Obviously, this reserve cannot be used for the payment of 
dividends or distributed, in any form, to the stockholders. 
Unlike profits or return, it is not available to the investors. 


The contra entry, as stated above, is a debit to Account 
No. 410 which, in accordance with accounting practices 
prescribed both by the Commission and the Accounting 
Principles Board, is treated as any other expense. Thus, 
it is deducted from income to determine Net Operating 
Revenues (return) and Net Income so that the tax amount 
being deferred currently is likewise not available for in- 
terest or dividend payments or for distribution to stock- 
holders. 


In addition, as heretofore noted (p. 20 supra), the Com- 
mission, in Order No. 404, declared that the reserve for 
deferred taxes in Account No. 282 would be deducted from 
the utility’s rate base: 


“It will remain our policy as decided in Alabama- 
Tennessee Natural Gas Co., 31 FPC 208, modified 31 
FPC 928 (1964), affirmed, sub nom. Alabama-Tennessee 
Natural Gas Co. v. F.P.C., 359 F.2d 318 (CA5), cer- 
tiorari denied, 385 U.S. S46 (1966), to deduct the 
balances in Account No. 282 of the Uniform System 
of Accounts from rate base and not to consider such 
balances as part of capitalization in rate proceedings 
before the Commission.’’ 


The Commission, by this action, has declared that it will 
not permit any utility to earn any return on the reserve 
for deferred taxes in Account No. 282. 


The reviewing court in the El Paso case has also made 
it clear that the reserve for deferred taxes in Account No. 
282 does not represent profit to the company. In referring 
to the reserve, the Court stated: 


‘These amounts can never represent added return to 
the company because of the restriction as to their use.”’ 
281 F. 2d 567, 574 (1960). 
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This court came to a similar conclusion in connection with 
normalization under Section 168 of the Internal Revenue 
Code (26 U.S.C.) : 


“By setting up a special reserve for the tax saving of 
the first five years, the Commission insures that this 
amount will go to meet the increased taxes after that 
period, rather than being paid out in dividends.’’ City 
of Detroit v. F.P.C., 230 F, 2d 810, 821 (1955), 97 App. 
D. C. 260. 


- ORDER NO. 404 IS A STATEMENT OF GENERAL 
POLICY INTERPRETING THE MANDATE OF CON- 
GRESS AND THEREFORE DOES NOT REQUIRE PRIOR 
NOTICE 


A. Petitioner Misread Order No. 404 


Petitioner Memphis, in its brief (p. 17), takes the posi- 
tion that Order 404 denied to them the benefits of flow- 
through accounting and rate making in respect of post- 
1969 expansion property. This contention is without foun- 


dation. What accomplished the denial of flow-through 
with respect to post-1969 expansion property was the 180- 
day election by the pipeline company under Section 441 
(a) (4)(A) of the Tax Reform Act of 1969 (Appendix <A). 


The Tax Reform Act of 1969 gave regulated utilities 
the absolute, unqualified right, within 180 days from the 
enactment of the Act, to elect not to use the flow-through 
method for either accounting or rate-making purposes with 
respect to post-1969 expansion property. 


This election was made by Texas Gas by letter dated 
June 8, 1970 to the Commissioner of Internal Revenue (R. 
6) reading, in pertinent part, as follows: 


‘‘Pursuant to Section 167(1)(4)(A) of the Internal 
Revenue Code of 1954, taxpayer elects to not have the 
provision of paragraph (2)(c) of section 167(1), flow- 
through method, apply with respect to post-1969 public 
utility property which increases the productive or op- 
erational capacity of the taxpayer and does not repre- 
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sent the replacement of existing capacity.”’ (Emphasis 
supplied) 
A copy of this letter was transmitted to the Federal Power 
Commission under date of June 10, 1970 (R. 5). 


Once the above election was made, flow-through in re- 
spect of the affected property was dead, not by reason of 
Order 404 but as the inevitable result of said election. 
Upon the election being made, there then came into being 
the power in the Federal Power Commission either (a) to 
do nothing and thereby leave the utility on straight-line 
method for accounting and rate-making purposes or (b) 
to permit the pipeline to use normalization with accelerated 
depreciation. 


The authority given to the Commission by the Tax Re- 
form Act was extremely tight and rigidly narrow. The 
Commission had no authority whatsoever, to either permit 
or to compel the pipeline to adopt flow-through with re- 
spect to such property after the exercise of election. 


Order No. 404, by any pragmatic or legal test was noth- 
ing more than a statement of Commission policy inter- 
preting the mandate of Congress and, as such, was exempt 
from the notice requirements for rule-making under the 
provisions of the Administrative Procedure Act 5 U.S.C. 
553. Petitioners were in no wise injured or adversely 
affected by the issuance of Order 404. The sole effect of 
this order was to give the pipeline an alternative to using 
straight-line depreciation by permitting the pipeline to use 
accelerated depreciation with normalization for accounting 
and rate-making purposes. 

We have already adverted to the benefits of normaliza- 
tion vis a vis straight-line depreciation and that no one 
here contests that the former is more in the public interest 
than the latter. It is, thus, apparent that Order 404 in- 
dependently, not only did not adversely affect Petitioners; 
it actually conferred a benefit on them as compared to the 


® The pertinent provisions of the Administrative Procedure Act are set 
forth in Appendix B of this Brief. 
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straight-line depreciation which would have obtained under 
the pipeline’s 180-day election had the Commission not 
adopted Order 404. (See pp. 19-23 supra.) 


Under the circumstances of the instant case, notice and 
opportunity for comment as mentioned in 5 USC § 553, was 
completely unnecessary and would have been purely su- 
pererogatory. By the very enactment of the Tax Re- 
form Act of 1969, the natural gas industry was put on 
conclusive notice that, upon the exercise of the 180-day 
election, flow-through was defunct. Order 404 had noth- 
ing to do with accomplishing this demise. Faced with the 
accomplished fact of the company election to go straight- 
line, and the consequent end of flow-through with respect 
to the post-1969 expansion property, Order 404 was noth- 
ing more than an announcement of Commission policy to 
allow an electing company to use normalization instead of 
straight-line. The Commission under the Tax Reform 
Act had no authority and no choice to impose flow-through 
on any such electing company with respect to such property. 


Furthermore, assuming that notice of the proposed issu- 
ance of Order 404 had been given by the Commission, what 
responses or comments or argument Petitioners could pos- 
sibly have adduced to cause the Commission to have im- 
puted to, or imposed upon, the electing pipelines, flow- 
through accounting and flow-through rate treatment? In 
reality, flow-through is the sole objective and end result 
sought by Petitioners in the instant proceeding. 


B. The Administrative Procedure Act Does Not Support Peti- 
tioners’ Contention That Notice and Opportunity for Hear- 
ing Was Required 


Before considering the case law on the subject, it may 
be important to review, briefly, the pertinent provisions 
of the Administrative Procedure Act which are here in- 
volved (See Appendix A hereof) : 


‘‘(b) General notice of proposed rule making shall 
be published in the Federal Register, unless persons 
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subject thereto are named and either personally served 
or otherwise have actual notice thereof in accordance 
with law. The notice shall inelude— 


(1) a statement of the time, place, and nature of 
public rule making proceedings; 

(2) reference to the legal authority under which 
the rule is proposed; and 


(3) either the terms or substance of the proposed 
rule or a description of the subjects and issues in- 
volved. 


Except when notice or hearing is required by statute, 
this subsection does not apply— 
(A) to interpretative rules, general statements of 
policy, or rules of agency organization, procedure, 
or practice; or 


(B) when the agency for good cause finds (and 
incorporates the finding and a brief statement of 
reasons therefor in the rules issued) that notice and 
public procedure thereon are impracticable, unneces- 


sary, or contrary to the public interest.”” 5 USC 
553 


Commission Order No. 404 was labeled ‘‘Statement of 
Policy’’, and that is what it is. As such, it falls within 
the exemption of Section 553 of the Administrative Pro- 
cedure Act, supra, which does not require notice. State- 
ments of policy and interpretative rules are specifically ex- 
empt under Section 553(b). 


Considerable light is shed upon the meaning of ‘‘inter- 
pretative rules’? and ‘‘general statements of policy’? by 
the Attorney General’s Manual on the Administrative 
Procedure Act (1947) p. 30, fn. 3. This document, which, 
is recognized as the ‘‘Bible’’ for administrative agencies 
in the proper interpretation of the Administrative Proce- 
dure Act, offers the following working definitions: 

Interpretative rules—rules or statements issued by an 


agency to advise the public of the agency’s construc- 
tion of the statutes and rules which it administers. 
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See Final Report, p. 27; Senate Comparative Print of 
June 1945, p. 6 (Sen. Doc. p. 18); Senate Hearings 
(1941) p. 330. 

General statements of policy—statements issued by an 
agency to advise the public prospectively of the man- 
ner in which the agency proposes to exercise a discre- 
tionary power.”’ 


As heretofore pointed out, the Tax Reform Act conferred 
upon the Commission the constricted discretion either (a) 
to do nothing and thereby leave the electing pipeline on 
straight line depreciation or (b) to permit the pipeline to 
normalize. It conferred no wider or additional range for 
the exercise of Commission discretion. Orders 404 and 
404-A fit, exactly, the working definition of ‘‘general state- 
ments of policy’? spelled out in the Attorney General’s 
Manual. They comprise a statement to advise the public 
prospectively of the manner in which the Commission pro- 
poses to exercise the discretionary power conferred upon 
it by the Tax Reform Act of 1969. 


Orders 404 and 404-A also constitute an ‘‘interpreta- 
tive rule’’ within the working definition set out in the 
Attorney General’s Manual. These orders are statements 
issued by the Commission to advise the public of the 
Commission’s construction of the Tax Reform Act of 
1969 insofar as it affected companies which are subject to 
the Commission’s jurisdiction. 


Orders 404 and 404-A did not independently create for 
the pipelines any right, duty or obligation to discontinue 
the use of flow-through nor did it, as spelled out above, 
deprive petitioners of the benefits of flow-through account- 
ing and rate making. It was the election of the pipeline 
under Section 441 of the Tax Reform Act of 1969 which 
accomplished completely the demise of flow-through for ac- 
counting and ratemaking purposes. The Commission, 
therefore, properly found, in its Order Denying Rehear- 
ing (Order No. 404-A), that: 


“(1) Order No. 404 is a statement of general policy 
interpreting the mandate of Congress; it does not in- 
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dependently create any rights, duties or obligations 
of natural gas pipeline companies or their customers; 
and therefore, notice and opportunity for hearing 
thereon is unnecessary. 


(2) Substantial and adequate grounds for the adop- 
tion of Order No. 404 exist in Commission precedents 
and in the Tax Reform Act of 1969, and further hear- 
ings in this case would serve no useful purpose.’’ 


C. The Case Law Does Not Support Petitioners’ Contention 
That Notice and Opportunity for Hearing Was Required 


In support of their contentions that Orders 404 and 404-A 
constitute a rulemaking proceeding requiring notice and 
opportunity for comment under the Administrative Proce- 
dure Act, Petitioners rely principally upon two cases, 
namely, Texaco, Inc. v. Federal Power Commission, 412 
F. 2d 740 (1969) and National Motor Freight Traffic Asso- 
ciation v. United States, 268 F. Supp. 90 (D.D.C. 1967). 


In the Texaco case, there was an attack by Texaco upon 
Commission Order No. 362 which provided for the monthly 
compounding of interest on rate suspension refunds under 
Section 4(e) of the Natural Gas Act. Texaco was attacking 
the order upon the ground that the Commission initially 
issued the order without notice or opportunity to comment, 
contrary to the requirements of the Administrative Proce- 
dure Act (5 U.S.C. 553). 


Although the Commission, in issuing Order No. 362, had 
classified its amendment as ‘‘substantive’’ under Section 
553 of the Administrative Procedure Act, it went on to 
declare that prior notice was ‘‘unnecessary”’. In the words 
of the Commission, it found: 


‘<(I) Although the amendments herein prescribed may 
be interpreted as substantive amendments under $553 
of Title 5 of the United States Code, prior notice there- 
fore is unnecessary since they impose no burden upon 
the persons affected thereby that may not now be im- 
posed upon them by ad hoe orders in every case initi- 
ated pursuant to section 4(e) of the Natural Gas Act 
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whereby a suspended rate becomes effective subject to 
refund at the expiration of the period of suspen- 
sion.’’ 39 FPC 412-413. 


However, when it came before the reviewing court, the 
Commission attempted to justify its issuance of Order 362 
without notice and opportunity for comments on an alterna- 
tive basis as a ‘‘Statement of Policy’’. The Court early 
in its opinion stated at 412 F. 2d 743: 


“«... The rule does not fall within the ‘unnecessary’ 
exception relied on by the Commission since it can- 
not be classified as either minor or emergency in 
character.’’ 


The court then stated (p. 744, fn. 9): 

‘“‘The Commission cannot now contend by alternative 
argument that Order No. 362 established a ‘general 
statement of policy,’ since the court’s power to review 
is limited to testing the validity of the theories (based 
on 5 U.S.C. § 553(b)(B)) used by the agency.’’ [Cita- 
tions omitted] 

“‘In the present case the Commission relied com- 
pletely on 5 U.S.C. § 553(b)(B) as the reason why it 
need not give notice or an opportunity to submit data, 


views, or arguments ; the Commission placed no reliance 
whatsoever on 5 U.S.C. § 553(b) (A).”’ 


In view of the foregoing language, it is clear that the 
only basis of decision which the Court had before it was 
whether the Commission had sustained its position that, in 
issuing Order 362, notice and opportunity for comment 
were ‘‘unnecessary’’ within the meaning of 5 U.S.C. 
§ 553(b)(B). Despite the limitation of the question before 
it, the court nevertheless went on to discuss the Commis- 
sion’s alternative argument before the Court that Order 
No. 362 is ‘‘a general policy statement’’ under Section 5 


U.S.C. § 553(b) (A): 


“«. . we agree with Petitioner that a ‘general state- 
ment of policy’ is one which does not impose any rights 
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and obligations * * * and that Order No. 362 adopts a 
substantive rule imposing such rights and obligations 
which an operator has the burden of proving should 
not apply in any waiver or similar proceeding.”’ (p. 
744) 
This comment of the court with respect to a “¢statement of 
general policy’? was pure dictum. The court had already 
stated that this question was not before it. 


Nonetheless, it is clear that Order 362 imposed an 
obligation on Texaco to pay interest, compounded monthly, 
on rate case refunds. This was a substantial and detri- 
mental burden. 

In the instant case, Order No. 404 imposed no obligations 
on either the pipeline, Texas Gas, or its customers. It 
was Texas Gas’ election under the Tax Reform Act of 
1969 that gave it the right to abandon the use of flow- 
through. It was not Order 404. 


Another significant observation with respect to the 
Texaco case is that the Commission, in exercising its 


authority to impose interest under Section 4(e) of the 
Natural Gas Act, was governed only by the broad elastic 
standard of ‘‘reasonableness’’. Its decision in that case 
could have taken, as a basis, a wide range of unspecified 
variables. The Commission was not confined to a narrow 
specified choice as between either (a) or (b) as was the 
case under the Tax Reform Act of 1969. 


At p. 744 of its Opinion in the Texaco case, the court 
makes the observation that Section 553 ‘¢also enables the 
agency promulgating the rule to educate itself before 
establishing rules and procedures which have a substan- 
tial impact on those regulated’’. It is respectfully sub- 
mitted that this observation has no relevance with respect 
to the issuance of Orders 404 and 404-A in the instant 
proceeding. <‘Normalization’’ is a method in respect of 
which the Commission, and the whole natural gas industry, 
have a wide and intensive knowledge gained from an ex- 
tensive line of cases before the Commission and the courts 
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(See footnote 8, p. 21 supra). There was, therefore, no ne- 
cessity in connection with the issuance of Orders 404 and 
404-A for the Commission to undergo any educational 
process with respect to normalization or its implications or 
application. 


The other case principally relied upon by Petitioners 
is National Motor Freight Traffic Association v. U. S., 268 
F. Supp. 90 (D.C. 1967). In that case, for some period of 
time prior to 1959, there was an informal procedure at the 
Interstate Commerce Commission (I.C.C.) for reparations 
to shippers by motor carriers with respect to past charges 
which were currently agreed by the carrier and shipper 
to have been illegal. In 1959, in the case of J7.I.M.E. v. 
U.S., 359 U.S. 464, the Supreme Court held that shippers 
have no statutory or common law right to exact repara- 
tions from a motor carrier. Thereupon, the I.C.C. dis- 
continued the use of the pre-T.I.M.E. informal procedures. 
Congress reacted to the T.I.M.E. decision by amending 
section 204a of the Interstate Commerce Act (49 U.S.C. 
§304a) to provide for reparations to a shipper from 
motor carriers, through an action at law in a judicial 
forum. The I.C.C., assuming that this amendment per- 
mitted it to resume its pre-T.I.M.E. informal procedures, 
issued a ‘‘Notice’’, without affording interested parties 
opportunity for comment, reinstating the pre-T.I.M.E. in- 
formal reparation procedures. After the ‘‘Notice’’ was 
issued, Plaintiffs petitioned the Commission for recon- 
sideration, which petition was denied by the Commission. 
Plaintiffs thereupon brought suit in the District Court for 
the District of Columbia to nullify the Commission’s action 
in reestablishing the informal procedures. 


The Court, in the Freight Association case, observed 
(p. 93) that the Commission referred to the new amend- 
ments as the predicate of its action, saying that Congress 


10 Public Law 89-170, effective September 6, 1965. The text of the amend- 
ment appears in footnote 2 on page 92 of the Court’s opinion (268 F. Supp. 
90, 92). 
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thereby ‘“‘. . . intended to restore the procedures formerly 
available to shippers with respect to motor carrier repara- 
tions before the decision in the T.I.M.E. case...” How- 
ever, the Court stated (p. 95) that: 
“Tt is, in any event, clear that Congress did not in 
express terms in the 1965 amendments provide more 
than a judicial avenue to reparations. It may be that, 
properly viewed, this limitation did not proscribe the 
informal and voluntary administrative procedures at 
issue here, but this assumed authority on the part of 
the Commission to act does not mean that its action 
is so insignificant in nature and impact as to fall 
outside the rule-making requirements of Section 4,?? 
(Emphasis supplied) 


What in fact the Congress did in the 1965 amendments was 
to confer a right upon a shipper to bring an action in a 
judicial forum for reparations from a motor carrier. It 
did not confer on the I.C.C. the authority to award repara- 
tions or authority for the action of the LC.C. in attempting 
to restore the pre-T.I.M.E. informal procedures. ‘‘As- 
sumed authority’’ on the part of the 1.C.C. cannot be sub- 
stituted for this lack of statutory authority. 


It is submitted that the Freight Association case cannot 
be analogized to the situation in the instant case where the 
Federal Power Commission, in issuing Orders 404 and 
404-A, had clear Congressional authority to make the simple 
choice of either (a) leaving an electing pipeline on straight- 
line depreciation or (b) permitting such pipeline to normal- 
ize with respect to post-1969 expansion property. 


D. The Natural Gas Act Does Not Require a Hearing 


Tennessee Valley Municipal Gas Association, et al., 
Petitioner in No. 24,602, at page 3 of its brief, states: 


“that Order No. 404 is unlawful because it violates 
the requirements for hearing of Section 5 of the Natural 
Gas Act.... 


“By Order No. 404, the Commission clearly exer- 
cised its rate-emaking powers without following the 
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prescribed procedures of the Act. Without notice and 
opportunity for hearing, the Commission has, on is 
own initiative, ruled that pipeline companies may in- 
clude in cost of service a higher allowance for Federal 
income taxes, as a consequence of which rates are in- 
creased to consumers.’’ (Emphasis supplied.) 


We repeat that the effect of its 180-day election was to 
put Texas Gas on straight-line depreciation. This was 
accomplished not by virtue of Order 404 but rather by 
reason of the aforesaid election. The only effect of Order 
404 was to permit Texas Gas to use normalization rather 
than straight-line. 


In addition, the underscored portion of the above quota- 
tion is not only misleading; it is incorrect. In the phrase 
“higher allowance for Federal income taxes’’ the reader is 
not informed as to what the words ‘“‘higher allowance”’ 
refer to as a base of comparison. Since rates under 
normalization would never exceed those which would re- 
sult from the use of straight-line depreciation, it is axio- 
matic that Order 404 could not have effectuated increased 
rates to consumers. As the Commission correctly observed 
at page 2 of Order 404-A: 


‘Rates will, when a company initially uses liberal- 
ized depreciation with normalization, be the same as 
they would have been if straight-line tax depreciation 
had been employed. Additionally, we announced in 
Order No. 404 that we would continue our present 
policy of deducting the amounts in accrued tax de- 
ferral accounts from rate base. Hence, rather than 
a deprivation of property, Order No. 404 reaflirms our 
resolve to extend to ratepayers, to the extent per- 
mitted by law, the benefits of the use of liberalized tax 
depreciation with normalization.’’” 


A hearing under Section 5 would be an evidential hear- 
ing. It is impossible to discern what an evidential hearing 


11 Because of the Commission policy of deducting the Reserve for Deferred 
Taxes from the rate base, the rates under normalization will be lower, after 
the first year, than if straight-line is used. 
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under said section would accomplish which would in any 
wise be beneficial to Petitioners. None of the Petitioners, 
either before the Commission or in their briefs in this 
Court, have shown how they have been disadvantaged by 
the absence of an evidentiary hearing or how they would 
be advantaged through such a hearing. Since the only 
subject matter of a hearing would be properly limited to 
the merits or demerits of straight-line depreciation versus 
normalization, it would seem that a remand for such pur- 
poses ‘‘... would be an idle and useless formality.’’ See: 
N.L.R.B. v. Wyman Gordon Co., 394 U.S. 759, 766, n. 6 
(1969). 
Iv. CONCLUSION 

Wherefore, for all of the above stated reasons and those 

set forth in the Brief of the Federal Power Commission in 


the instant proceeding, it is respectfully submitted that 
Commission Order Nos. 404 and 404A should be affirmed. 


Respectfully submitted, 


CHRISTOPHER T. BOLAND 
GALLAGHER, CONNOR AND BOLAND 
$21 Fifteenth Street, N. W. 
Washington, D.C. 20005 
Attorney for Intervenor, 
Texas Gas Transmission 
Of Counsel: Corporation 
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APPENDIX A 
Laws of 91st Cong.—lst Sess. 
Tax Reform Act of 1969 


* * * * * * 


SUBTITLE E—DEPRECIATION ALLOWED REGU- 
LATED INDUSTRIES; EARNINGS AND PROFITS 
ADJUSTMENT FOR DEPRECIATION 


Sec. 441. Pusiic Urimiry Property. 


(a) In General.—Section 167 (relating to depreciation)® 
is amended by inserting after subsection (k) (added by 
section 521) the following new subsection: 


‘¢(1) Reasonable Allowance in Case of Property of Cer- 
tain Utilities.— 


“*(1) Pre-1970 public utility property.— 


“*(A) In general.—In the case of any pre-1970 public 
utility property, the term ‘reasonable allowance’ as 
used in subsection (a) means an allowance computed 
under— 


‘*(1) a subsection (1) method, or 


‘‘(ii) the applicable 1968 method for such prop- 
erty. 


Except as provided in subparagraph (B), clause (ii) 
shall apply only if the taxpayer uses a normalization 
method of accounting. 


“*(B) Flow-through method of accounting in certain 
cases.—In the case of any pre-1970 public utility 
property, the taxpayer may use the applicable 1968 
method for such property if— 

“((i) the taxpayer used a flow-through method of 
accounting for such property for its July 1969 ac- 
counting period, or 


‘(ii) the first accounting period with respect to 
such property is after the July 1969 accounting 
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period, and the taxpayer used a flow-through method 
of accounting for its July 1969 accounting period 
for the property on the basis of which the applicable 
1968 method for the property in question is estab- 
lished. 


‘©(2) Post-1969 public utility property.—In the case of 
any post-1969 public utility property, the term ‘reason- 
able allowance’ as used in subsection (a) means an allow- 
ance computed under— 


<¢(A) a subsection (/) method, 


“«(B) a method otherwise allowable under this sec- 
tion if the taxpayer uses a normalization method of 
accounting, or 


“*(C) the applicable 1968 method, if, with respect 
to its pre-1970 public utility property of the same (or 
similar) kind most recently placed in service, the tax- 
payer used a flow-through method of accounting for 
its July 1969 accounting period. 


“¢(3) Definitions—For purposes of this subsection— 


“«(A) Public utility property.—The term ‘public 
utility property’ means property used predominantly 
in the trade or business of the furnishing or sale of— 


“¢(i) electrical energy, water, or sewage disposal 
services, 

‘(ii) gas or steam through a local distribution 
system, 

‘¢(iji) telephone services, or other communication 
services if furnished or sold by the Communications 
Satellite Corporation for purposes authorized by the 
Communications Satellite Act of 1962 (47 U.S.C. 
701), or 

‘<(iv) transportation of gas or steam by pipeline, 

if the rates for such furnishing or sale, as the case 
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may be, have been established or approved by a State 
or political subdivision thereof, by any agency or 
instrumentality of the United States, or by a public 
service or public utility commission or other similar 
body of any State or political subdivision thereof. 


‘*(B) Pre-1970 public utility property—The term 
‘pre-1970 public utility property’ means property 
which was public utility property in the hands of any 
person at any time before January 1, 1970. 


“*(C) Post-1969 public utility property—The term 
‘post-1969 public utility property’ means any public 
utility property which is not pre-1970 public utility 
property. 


‘““(D) Applicable 1968 method.—The term ‘appli- 
cable 1968 method’ means, with respect to any public 
utility property— 


‘“(i) the method of depreciation used on a return 
with respect to such property for the latest taxable 
year for which a return was filed before August 1, 
1969, 


“‘(ii) if clause (i) does not apply, the method 
used by the taxpayer on a return for the latest tax- 
able year for which a return was filed before August 
1, 1969, with respect to its public utility property 
of the same kind (or if there is no property of the 
same kind, property of the most similar kind) most 
recently placed in service, or 


‘*(iii) if neither clause (i) nor (ii) applies, a sub- 
section (1) method. 


In the case of any section 1250 property to which sub- 
section (j) applies, the term ‘applicable 1968 method’ 
means the method permitted under subsection (j) 
which is most nearly comparable to the applicable 1968 
method determined under the preceding sentence. 
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‘¢(E) Applicable 1968 method in certain cases.—If 
the taxpayer evidenced the intent to use a method of 
depreciation (other than its applicable 1968 method 
or a subsection (1) method) with respect to any public 
utility property in a timely application for change of 
accounting method filed before August 1, 1969, or in 
the computation of its tax expense for purposes of 
reflecting operating results in its regulated books of 
account for its July 1969 accounting period, such other 
method shall be deemed to be its applicable 1968 
method with respect to such property and public utility 
property of the same (or similar) kind subsequently 
placed in service. 


“(F) Subsection (/) method.—The term “subsec- 
tion (1) method’ means any method determined by the 
Secretary or his delegate to result in a reasonable 
allowance under subsection (a), other than (i) a de- 
clining balance method, (ii) the sum of the years- 
digits method, or (iii) any other method allowable 
solely by reason of the application of subsection (b) 
(4) or (j) (1) (0). 

‘<(G) Normalization method of accounting.—In or- 
der to use a normalization method of accounting with 
respect to any public utility property— 


‘¢(j) the taxpayer must use the same method of 
depreciation to compute both its tax expense and its 
depreciation expense for purposes of establishing 
its cost of service for ratemaking purposes and for 
reflecting operating results in its regulated books of 
account, and 


‘¢(ii) if, to compute its allowance for depreciation 
under this section, it uses a method of depreciation 
other than the method it used for the purposes de- 
scribed in clause (i), the taxpayer must make ad- 
justments to a reserve to reflect the deferral of 
taxes resulting from the use of such different 
methods of depreciation. 
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“(H) Flow-through method of accounting.—The 
taxpayer used a ‘flow-through method of accounting’ 
with respect to any public utility property if it used 
the same method of depreciation (other than a sub- 
section (1) method) to compute its allowance for depre- 
ciation under this section and to compute its tax ex- 
pense for purposes of reflecting operating results in 
its regulated books of account, 


““(I) July 1969 accounting period.—The term ‘J uly 
1969 accounting period’ means the taxpayer’s latest 
accounting period ending before August 1, 1969, for 
which it computed its tax expense for purposes of 
reflecting operating results in its regulated books of 
account. 


For purposes of this paragraph, different declining bal- 
ance rates shall be treated as different methods of depre- 
ciation. 


““(4) Special rules as to flow-through method.— 


“(A) Election as to new property representing 
growth in capacity.—If the taxpayer makes an election 
under this subparagraph within 180 days after the 
date of the enactment of this subparagraph in the 
manner prescribed by the Secretary or his delegate, 
in the case of taxable years beginning after December 
31, 1970, paragraph (2) (C) shall not apply with 
respect to any post-1969 public utility property, to 
the extent that such property constitutes property 
which increases the productive or operational capacity 
of the taxpayer with respect to the goods or services 
described in paragraph (3) (A) and does not represent 
the replacement of existing capacity. 


‘*(B) Certain pending applications for changes in 
method.—In applying paragraph (1) (B), the tax- 
payer shall be deemed to have used a flow-through 
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method of accounting for its July 1969 accounting 
period with respect to any pre-1970 public utility prop- 
erty for which it filed a timely application for change 
of accounting method before August 1, 1969, if with 
respect to public utility property of the same (or 
similar) kind most recently placed in service, it used a 
flow-through method of accounting for its July 1969 
accounting period. 


“¢(5) Reorganizations, assets, acquisitions, ete.—If by 
reason of a corporate reorganization, by reason of any 
other acquisition of the assets of one taxpayer by another 
taxpayer, by reason of the fact that any trade or business 
of the taxpayer is subject to ratemaking by more than 
one body, or by reason of other circumstances, the appli- 
cation of any provisions of this subsection to any public 
utility property does not carry out the purposes of this 
subsection, the Secretary or his delegate shall provide 
by regulations for the application of such provisions ina 
manner consistent with the purposes of this subsection.”’ 


(b) Effective Date.—The amendment made by subsec- 
tion (a) shall apply with respect to all taxable years for 
which a return has not been filed before August 1, 1969. 
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APPENDIX B 


Section 553 of the Administrative Procedure Act 
5 U.S.C. 553 


§ 553. Rute Maxine 


(a) This section applies, according to the provisions 
thereof, except to the extent that there is involved— 


(1) a military or foreign affairs function of the 
United States; or 


(2) a matter relating to agency management or per- 
sonnel or to public property, loans, grants, benefits, or 
contracts. 


(b) General notice of proposed rule making shall be 
published in the Federal Register, unless persons subject 
thereto are named and either personally served or other- 
wise have actual notice thereof in accordance with law. 
The notice shall include— 

(1) a statement of the time, place, and nature of 
public rule making proceedings; 

(2) reference to the legal authority under which 
the rule is proposed; and 

(3) either the terms or substance of the proposed 
rule or a description of the subjects and issues in- 
volved. 


Except when notice or hearing is required by statute, this 
subsection does not apply— 


(A) to interpretative rules, general statements of 
policy, or rules of agency organization, procedure, or 
practice; or 


(B) when the agency for good cause finds (and in- 
corporates the finding and a brief statement of reasons 
therefor in the rules issued) that notice and public 
procedure thereon are impracticable, unnecessary, Or 
contrary to the public interest. 
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(c) After notice required by this section, the agency 
shall give interested persons an opportunity to participate 
in the rule making through submission of written data, 
views, or arguments with or without opportunity for oral 
presentation. After consideration of the relevant matter 
presented, the agency shall incorporate in the rules adopted 
a concise general statement of their basis and purpose. 
When rules are required by statute to be made on the 
record after opportunity for an agency hearing, sections 
556 and 557 of this title apply instead of this subsection. 


(a) The required publication or service of a substantive 
rule shall be made not less than 30 days before its effective 
date, except— 


(1) a substantive rule which grants or recognizes an 
exemption or relieves a restriction ; 


(2) interpretative rules and statements of policy; or 


(3) as otherwise provided by the agency for good 
cause found and published with the rule. 


(e) Each agency shall give an interested person the 
right to petition for the issuance, amendment, or repeal 
of arule. Pub. L. 89-554, Sept. 6, 1966, 80 Stat. 383. 


REPLY BRIEF FOR PETITIONERS, 
TENNESSEE VALLEY MUNICIPAL GAS 


ASSOCIATION, ET AL. 
Cn ena 


IN THE 


United States Court of Appeals 


For rae District or Cotumpr1a Crecuir 


No. 24,602 


TENNESSEE VattEY Municrpat Gas ASSOCIATION, ET AL., 
Petitioners, : 


Vv. 


Feperat Power Commission, Respondent, 
Trxas Gas Transmission Corporation, Intervenor. 


No. 24,518 
Memrnis Licut, Gas anp Water Division, Petitioner, 
v. 


Feperat Power Commission, Respondent, 
American Pustic Gas Association, Intervenor, 
Tgxas Gas Transmission Corporation, Intervenor. 


Revsen GoLpBERG 
1250 Connecticut Avenue 
Washington, D.C. 20036 
Attorney for Tennessee Valley 
Municipal Gas Association, et al. 


February 8, 1971 


nited Sta 


for the District of ColuniBEFCHRREZO" S. ADams Punermnc, Inc., Wassmrarom, D. C. 


EPs 
D FEBS ise: 


IN THE 


United States Court of Appeals 


For tue District or CotumBra Circuit 


No. 24,602 


TENNESSEE VALLEY Municrpan Gas ASSOCIATION, ET AL., 
Petitioners, 


Vv. 


FeperaL Power ComMIssIon, Respondent, 
Texas Gas TRANSMISSION CORPORATION, Intervenor. 


No. 24,518 
Mempnis Licut, Gas anp Water Division, Petitioner, 
v. 


Feperat Power Commission, Respondent, 
American Pusric Gas Association, Intervenor, 
Texas Gas Transmission Corporation, Intervenor. 


REPLY BRIEF FOR PETITIONERS. 
TENNESSEE VALLEY MUNICIPAL GAS 
ASSOCIATION, ET AL. 


In light of the reply brief filed by Petitioner Memphis 
Light, Gas and Water Division in Nos. 24,518 and 24,602, 
this reply brief for Petitioners Tennessee Valley Municipal 
Gas Association, et al. can be confined to the contention of 
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the Federal Power Commission and Texas Gas Transmis- 
sion Corporation that neither an evidentiary hearing nor 
opportunity for the submission of comments and views 
prior to the adoption of Order No. 404 would have served 
a useful purpose (FPC Br. 19; Texas Gas Br. 34). 


This contention is predicated on the erroneous assump- 
tion in the Commission’s brief (pp. 16, 19) and in Texas 
Gas’ brief (p. 20) that no one challenges the Commission’s 
conclusion that liberalized depreciation with normalization 
is preferable to straight line depreciation for tax purposes 
because normalization confers benefits upon the rate payers 
that would not be available to them under straight line 
depreciation (FPC Br. 5; R 75). The Tennessee Valley 
Municipal Gas Association and its members challenge the 
Commission’s conclusion. 


The Commission’s conclusion respecting rate-payer bene- 
fits allegedly flowing from liberalized depreciation with 
normalization is based on the fact that the rate payers’ 
contributions to the utility under normalization of interest- 
free funds are deducted from the rate base with the re- 
sult that the rate of return is applied to a smaller rate 
base than would be the case under straight line tax depre- 
ciation (FPC Br. 16-17). 


The Commission’s conclusion is without evidentiary sup- 
port, and the Commission provided no opportunity for 
evidentiary examination of the alleged benefits. 


It does not follow that the rate base deduction of the 
rate payers’ capital contributions under normalization are 
benefits to the consumers... First, the Commission was 
comparing the use of straight line tax depreciation with 
the use of liberalized tax depreciation with normalization 
for post-1969 expansion property without giving any con- 


1The Commission conceded that the alleged benefits are not necessarily 
shared in equal proportions by the utility and the rate payers (R 75). 
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sideration to the loss to the rate payers of the benefits of 
liberalized depreciation with flow-through on practically all 
pipeline property resulting from Order No. 404. As the 
companion case shows (Nos. 24,517 and 24,632), the con- 
sequence of Order No. 404 is the immediate increase in 
rates to consumers running into hundreds of millions of 
dollars annually. These increases wipe out any alleged 
benefits that may accrue to the rate payers from the use 
of normalization on post-1969 property. 


Second, when rate-payer contributions of capital are 
deducted from the rate base, the rate payers receive only 
what they are entitled to receive. For utilities are not 
entitled to earn a return on capital contributions of rate 
payers and rate payers are not required to pay a return 
on capital they contribute. The rate payers’ responsibility 
is to pay a return only on investor capital devoted to the 
service of rate payers. 


Third, natural gas pipeline companies have regularly 
presented rate of return testimony to the Commission to 
the effect that the Commission’s use of liberalized depre- 
ciation with flow-through, instead of liberalized deprecia- 
tion with normalization, increased their risks and required 
the allowance of higher rates of return. If the adoption 
of normalization does not produce lower rates of return, 
the alleged benefits flowing from the rate base deductions 
referred to above, may be completely obliterated. 


The Commission provided no opportunity for examina- 
tion of these matters in an evidentiary hearing, or even 
through the presentation of comments and views. Clearly, 
therefore, the briefs of the Commission and of Texas Gas 
are in error when they argue that an evidentiary hearing 
was unnecessary and would have been an idle exercise. 
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CONCLUSION 


Wuererore, for each and all of the reasons stated in the 
briefs of Memphis and Tennessee Valley Municipal Gas 
Association, et al., the orders on review in Nos. 24,518 and 
24,602 should be reversed. 


Respectfully submitted, 


ReEvBEN GOLDBERG 
1250 Connecticut Avenue 
Washington, D.C. 20036 
Attorney for Tennessee Valley 
Municipal Gas Association, et al. 


February 8, 1971 
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THE PRACTICAL EFFECT OF ORDER NO. 404 IS TO RE- 
QUIRE THE USE OF NORMALIZED DEPRECIATION 
ON ALL PIPE LINE PROPERTY, ALTHOUGH CON- 
GRESS INTENDED THE 1989 TAX REFORM ACT TO 
APPLY ONLY TO POST-1969 EXPANSION PROPERTY 


The statement of the threshold issue in this ease by 
the respondent Federal Power Commission (FPC Br. 1) 
indicates the misapprehension under which the Commis- 
sion is laboring. The issue is not whether Section 441 


2 


(a)(4)(A) of the Tax Reform Act of 1969 is binding on 
the Commission, but whether the Commission’s drastic 
change in its regulatory treatment of the tax depreciation 
practices of natural gas pipelines is required by the terms 
of that Section as properly construed to effectuate the 
intent and purpose of the Congress. 


It is fortunate that the Commission’s Policy Statement 
reaches this Court concomitantly with its Opinion and 
Order No. 578 and No. 578A in the companion case. (Nos. 
24517 and 24632) The error which underlies the Commis- 
sion’s Policy Statement is clearly brought to the surface 
when the Policy Statement is applied to the practicality 
of a pipeline natural gas rate case. Each of the com- 
panion cases now before the Court sheds valuable light 
upon the issues in the other case. 


Considered alone, the issue in this case would appear 
to be merely whether Congress intended by the Tax Re- 
form Act of 1969 to grant to natural gas pipelines the 
right to abandon the flow-through of tax savings to the 
rate payers with respect to liberalized depreciation on 
property acquired after December 31, 1969 for the ex- 
pansion of the capacity of the pipelines. If this issue 
were considered in a vacuum, the Commission’s claim 
that the pipelines have an unqualified right to abandon 
flow-through has a surface plausibility. However, as the 
results of the companion case show, the practical effect 
of the Commission’s analysis is to destroy the use of 
flow-through, not only with respect to the small amount 
of post-1969 expansion property presently in service, but 
with respect to the entire depreciable plant, old and new, 
of most of the pipelines subject to the Commission’s juris- 
diction. This result comes about from the Hobson’s choice 
with which the Commission believes itself faced as soon 
as a pipeline elects straight line depreciation with respect 
to its post-1969 expansion property. The Commission 
believes that once the pipeline’s election is made, it must 
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either (1) permit normalization of liberalized depreciation 
tax savings as to all vintages of property, with an im- 
mediate substantial increase to practically all rate payers, 
or (2) confront the rate payers with a series of con- 
stantly increasing tax charges in the cost of service of 
the pipelines, as the depreciation deductions annually 
decrease.1 


The combined effect of the Commission’s holdings in 
Order No. 404 and Opinion No. 578 is, therefore, to 
impute to Congress an intent and purpose to revolu- 
tionize the tax depreciation practices of the pipelines for 
regulatory purposes, to repeal completely the Commis- 
sion’s policy as set forth in its Opinions in Alabama- 
Tennessee Natural Gas Company, 31 FPC 208 and Mid- 
western Gas Transmission Company, 36 FPC 61, and to 
bring about a prompt and substantial increase in the cost 
of service (and consequently in the rates) of practically 
every one of the natural gas pipelines subject to its 
jurisdiction. That such was not the intent of Congress 
is clear from the legislative history and the reasons given 
in the Congressional Committee Reports for the passage 
of this Section of the Act. The House Report recites 
the trend of regulated utilities to accelerated deprecia- 
tion, the trend of the regulatory agencies toward the 
requirement of flow-through of resulting tax savings, the 
revenue loss to the government resulting from this trend, 
the rejection of the Federal Power Commission’s sug- 
gestion that regulated utilities be permitted to use only 
straightline depreciation, and the conclusion of the Com- 
mittee ‘‘in general to ‘freeze’ the current situation re- 
garding methods of depreciation in the case of those 


1 Petitioner’s reply brief in the companion case will show that the Com- 
mission’s belief as to the alternatives which face it is not justified by the 
evidence in that case. For purposes of the argument here, however, we 
assume with the Commission that the uso of normalized depreciation on the 
small amount of post-1969 expansion property results in the immediate com- 
mencement of a continuing decrease in deductions and increase in taxes related 
to all other propertics, if flow-through is retained as to them. 
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companies in what are, by and large, the more healthy 
utility industries.’”’ (Ilouse Report 91-413, p. 132, US. 
Code Cong. and Adm. News 1969, Vol. 2, p. 1783.) 


The Senate Report, reciting similar considerations, con- 
cluded: 


Accordingly, the committee agrees with the House that 
it is appropriate to in general ‘freeze’ the current 
situation regarding methods of depreciation in the 
ease of those companies in what are, by and large, 
the more flourishing utility industries. (U.S. Code 
Cong. and Adm. News, Vol. 2, 1969, pp. 2204-05.) 


The obvious intent of both Houses of Congress was to 
‘freeze’? the situation so as not to permit any utility 
to change from another depreciation practice to the flow- 
through method. It is equally clear that the Congress 
did not intend to bring about a substantial change in the 
depreciation practices of companies which were already 
using flow-through. The Senate Report expressly stated 
that companies ‘‘that now flow-through, as well as those 
in other regulated industries—are not limited by this gen- 
eral rule of the Dill’’, ie. the rule prohibiting change to 
fiow-through. (U.S. Code Cong. and Adm. News, Vol. 2, 
1969, p. 2205.) The Conference Report, after referring 
to the rule of the bill requiring the normalizing of the 
depreciation deduction, states: 


This rule is not to apply in the case of a taxpayer 
that is at present flowing through the tax reduction 
to earnings for purposes of computing its allowable 
expenses on its regulated books of account. (US. 
Code Cong. and Adm. News, Vol. 2, 1969, p. 2427.) 


These statements concerning the bill in its final form clearly 
indicate that there was never at any time an intent or 
purpose to abolish the use of flow-through where the 
companies were already using it at the time of the pas- 
sage of the Act. The reason for retaining flow-through 
is stated in the House Report, and has been already ad- 
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verted to: a change to straightline depreciation for rate- 
making purposes ‘‘would result in prompt, substantial 
and wide-spread utility rate increases’? (House Report, 
p. 132, U.S. Code Cong. and Adm. News, Vol. 2, p. 1783), 
and this consequence Congress was unwilling to inflict 
upon utility ratepayers. 


The 180-day election provision, which permits regulated 
utilities to change from flow-through to straightline de- 
preciation (or normalization with agency approval) was 
permitted with respect only to ‘‘post-1969 public utility 
property, to the extent that such property constitutes 
property which increases the productive or operational 
capacity of the taxpayer ... and does not represent the 
replacement of existing capacity.’’ (Section 441(a) (4) 
(A)). This language fits in perfectly with the concept of 
a ‘‘freeze’’ in the existing depreciation practices. If new 
property, representing an increase in pipeline capacity, 
comes on the line, the utility may switch from flow-through 
to straightline depreciation as to that property. Any 
effect upon the rates of the utilities would be negligible 
at the outset, and this would provide for a very gradual 
change-over from flow-through to normalized depreciation 
accounting. Under such circumstances, it might be argued 
that the Commission, in the exercise of its discretion, 
could give effect to such an election for rate-making pur- 
poses, and to permit normalization with respect to the 
new expansion property, if that were as far as it went. 
Such a result would not be inconsistent with a contention 
that it was the intent of Congress to gradually phase out 
the use of flow-through over the course of the next several 
decades.” 


But the Commission did not, and according to its 
analysis of the situation could not, accomplish a gradual 


2 However, the legislative history is equally consistent with a construction 
that the ‘‘freeze’’ applied only to utilities then on normalization, and that 
the rules of the Act should not apply to those already on flow-through. 
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phase-out of the flow-through method. Instead, it has, 
at one fell swoop, adopted a policy which immediately 
and totally wipes out the practice of flowing-through the 
depreciation savings in the case of every pipeline which 
took advantage of the 180-day election, and this includes 
practically every pipeline under its jurisdiction. The 
resulting increases in rates to consumers are delayed only 
long enough for the rate increase filings by the pipelines 
to become effective. Many millions of dollars of such 
increases, aside from the companion case, now await the 
decision of these questions by this Court. 


It is against this practical, real-world background that 
we must construe the purport and intent of the 180-day 
election provision of Section 441 of the 1969 Act. The 
Commission and Intervenor Texas Gas Transmission Cor- 
poration argue that, by the inclusion of this provision 
by the Senate, the Congress intended to reverse each of 
the basic policies which initially underlay its adoption 
of the bill, i.c., the ‘‘freeze’’ of current depreciation prac- 
tices, the exclusion of companies now on flow-through from 
the changes initiated by the Act, and the avoidance of 
prompt, substantial and wide-spread rate increases. It is 
inconceivable that Congress intended such a drastic change 
from a seemingly innocuous amendment, purporting to 
apply to only a part of properties acquired after 1969. 


Both the Commission and Texas Gas cite language from 
the Senate Report which apparently supports their po- 
sition: 


Since the company would no longer be permitted to 
use accelerated depreciation (unless the agency later 
permits it to normalize), the agency would not be 
able to impute the use of accelerated depreciation 
with flow through. (S. Rep. Page 173, U.S. Code 
Cong. & Adm. News, Volume 2, 1969, Page 2206.) 


They fail to point out, however, that the Senate amend- 
ment to which the above language applied was never 
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passed, and was totally different from the wording of the 
bill as finally passed by Congress.* There is nothing 
whatsoever in the Joint Committee Report on the final 
version of the bill which requires or suggests a conclu- 
sion that Congress intended in this Internal Revenue Act 
to make a substantial change in the regulatory powers 
of the Federal and State regulatory agencies. These 
regulatory powers had been construed by the Federal 
Power Commission and the courts to include the power 
to impute to a utility an appropriate method of tax 
depreciation for rate-making purposes, even though that 
utility had exercised a statutory election to change to a 
depreciation method less favorable to its customers. Mid- 
western Gas Transmission Co., 36 FPC 61, affirmed, Mid- 


3 The Senate Amendment to which the above-quoted language applied was 
as follows: 


(4) SPECIAL RULES as TO FLow-Tnkoven METHOD.—For purposes of 
determining whether or not a taxpayer used a flow-through method of 
necounting for its July 1969 accounting period with respect to any 
property— 


(A) In applying paragraph (1)(B) or (2)(C) for taxable years 
beginning after December 31, 1970, the taxpayer shall be deemed not 
to have used such methods if it has so clected within 180 days after 
the date of the enactment of this subsection in the manner prescribed 
by the Secretary or his delegate. 


(B) In applying paragraph (1)(B) or (2)(C), the taxpayer shall 
be deemed to have used such method if it adopts such flow-through 
method in compliance with a change authorized within 90 days after 
the date of the enactment of this subsection by the appropriate State 
regulatory commission pursuant to proceedings instituted by such com- 
mission before April 22, 1969, during which the taxpayer proposed 
before April 22, 1969, to make a rate reduction conditioned upon and 
effective immediately after authorization by such commission of the 
flow-through method of accounting for the taxpayer. 


(C) In applying paragraph (1)(B), the taxpayer shall be deemed to 
have used such method with respect to any public utility property 
for which it filed a timely application for change of accounting method 
before August 1, 1969, if with respect to public utility property of 
the same (or similar) kind most recently placed in service, it used 
a flow-through method of accounting for its July 1969 accounting period. 
(Text of HR 13270 as reported to the Senate on November 21, 1969, 
CCH Extra Edition No. 51 November 23, 1969). 
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western Gas Transmission Co. v. Federal Power Comm., 
388 F.2d 444 (1968). 


Under the circumstances revealed by this case and its 
companion case, it is now apparent that the practical 
consequences of a change to normalized depreciation with 
respect to an insignificant amount of post-1969 expansion 
property will be held by the Commission to require (pare- 
tically, if not legally) the immediate transformation of 
all depreciation on practically all pipe line property from 
a flow-through to a normalized status, with consequent 
rate increases immediately running into the scores or 
hundreds of millions of dollars per year. If the Commis- 
sion ever had authority to prevent such a horrendous re- 
sult, now is the time it should have been used. 


Instead, the Commission not only failed to use its 
Midwestern-type powers to prevent such a result, but 
actually invited the result by the issuance of Order No. 
404, informing the pipelines that it would allow normali- 


zation on all new property if they took advantage of the 
180-day election provided in the new Act. 


The Commission refers in its brief to the ‘‘entrapment”’ 
of the pipelines which would result from the adoption of 
petitioners’ construction of the new tax law. Without 
question, this poses a serious problem. The problem, how- 
ever, is not caused by the Act of Congress, but by the 
action of the Commission. Had the Commission, knowing 
the disastrous effects which it felt would follow from 
the exercise of the 180-day election by the pipelines, 
promptly informed the industry that it would not give 
effect to such an election for rate-making purposes, there 
would have been few filings by the pipeline companies, 
and no one would have been trapped. It is unfortunate 
that a serious error has been made, but there is no rea- 
son why the gas rate-payers of the entire country should 
have to pay for it. 
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II 


THE LEGISLATIVE HISTORY CITED IN THE BRIEF OF 
TEXAS GAS CONFIRMS THAT CONGRESS DID NOT 
INTEND THE CONSEQUENCES FLOWING FROM OR- 
DER NO. 404 


Several of the quotations in the brief of intervenor 
Texas Gas Transmission Corporation serve to illustrate 
how far afield the effect of the Commission’s action has 
taken it from the results which Congress must have in- 
tended. Texas Gas correctly points out that the Tax 
Reform Act, on its face, shows that Congress considered 
the regulatory consequences of Section 441. (Texas Gas 
Br. p. 7). But the face of the Act, as quoted in Texas 
Gas’ brief, shows that Congress, with respect to the 180- 
day election, was thinking in terms of an ‘‘Election as 
to new property representing growth in capacity’? (Id., 
emphasis supplied). Nothing on the face of the Act re- 
motely suggests that Congress anticipated or intended 
that an election as to post-1969 expansion property would 
result in a drastic change in tax depreciation practices 
for every item of old and new property of every pipeline 
which made the election provided by the <Act. 


At page 9 of its brief, Texas Gas quotes the Treasury 
Department Release as claiming that 


... This rule (ie. Section 441a) will preserve the 
status quo and prevent further adoption by regula- 
tory commissions of the ‘flow-through’ concept except 
where the utility itself elects accelerated deprecia- 
tion... . 


The Treasury Department evidently intended to prevent 
further adoption of the flow-through concept, but there 
is no hint that it intended to eliminate flow-through alto- 
gether, as the Commission has done in the companion 
case now before this Court. Rather, it would preserve 
the status quo. 
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On page 10 of its brief, Texas Gas quotes the House 
Committee Report as saying: 


. Companies already on ‘flow-through’ may not 
change without permission of their regulatory agen- 
cies. 


This certainly gives no hint of a purpose to abolish the 
flow-through concept with respect to practically every 
‘pipeline regulated by the Federal Power Commission. 


At page 11 of the same brief, there is another quote 
from the House Report: 


_. . Your committee has determined that the likely 
revenue loss from wholesale shifts to accelerated de- 
preciation and flow through is unacceptable at this 
time. 


This coincides exactly with the concept earlier expressed 
herein that the purpose of the Act was to prevent further 
‘development of the trend toward flow-through; it is in- 
consistent with the virtual abolition of the flow-through 
concept. 


On page 12, Texas Gas quotes from the Senate Report: 


_.. a rule requiring all such utilities to shift to 
straight line depreciation would place regulated util- 
ities at an unfair competitive disadvantage, both in 
terms of the sale of their products or services and 
their attractiveness to equity investors. .. . 


Obviously, the competitive disadvantage associated with 
straight line depreciation results from the higher cost 
i of service which it requires. But normalization of liberal- 
' ized depreciation results in the same high cost of service 
- and therefore the same competitive disadvantage. Con- 
' gress evidently did not expect the result of its bill would 
be that practically all utilities would promptly go to a 
cost of service reflecting straight line tax depreciation. 
That, however, is precisely the effect which the Commis- 
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sion has read into the Act, at least as to utilities subject 
to its jurisdiction. 


The most potent point revealed by Texas Gas’ quota- 
tions appears in the following excerpt from the Conference 
Report at page 14 of Texas Gas’ brief: 


“The conference substitute (sec. 441 of the substi- 
tute and see. 167(1) of the code) follows the Senate 
amendment except that the special provision referred 
to in (e) above is stricken and the 180-day election 
(item (d) above) is modified to apply to new property 
and not to replacement property. Even in the case 
of new property, however, the right to change over 
from the flowthrough method is to be available only 
to the extent the new property increases the productive 
or operational capacity of the company.’’ (U.S. Code 
Cong. & Ad. News, Vol. 2, 1969, p. 2427) (Emphasis 
by Texas Gas) 


Obviously, the Senate considered and even proposed that 
the taxpayer’s right to switch to straight line deprecia- 
tion should be applicable to all of its property, but the 
House refused to concur and the final version restricted 
the election to new property only. The practical effect 
of the Commission’s actions in this ease and the companion 
case is to accomplish precisely the result which Congress 
considered and rejected in the final version of the Act. 


Finally, Texas Gas is reduced to arguing at page 18 of 
its brief that the Committce’s statement that it ‘‘has 
determined in general to ‘freeze’ the current situation 
regarding methods of depreciation’’ really did not intend 
a ‘freeze’ after all, because it did not use the term 
“complete freeze’’ but only ‘‘in general’’. The argument 
apparently is that since the ‘‘freeze’’ was only ‘‘in gen- 
eral’’ it was meant not to cover the overwhelming ma- 
jority of the utilities affected by it. By the time Texas 
Gas finishes thawing the freeze, only a mighty small ice 
cube is left. 
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The briefs of respondent Commission and intervenor 
Texas Gas have both totally failed to produce any evi- 
‘dence of an intent by Congress through Section 441 (a) 
of the 1969 Tax Reform Act to substantially abolish the 
use of flow-through by regulated utilities. Both the lan- 
guage of the Act and the course of its legislative history 
conclusively show that such a thing was farthest from 
the Congressional purpose and intent. Yet this is pre- 
cisely what is accomplished by the Commission’s two-step 
application of the new law—first, construing it as requir- 
ing the Commission’s acquiescence in the pipelines’ change 
to normalization on new property, and second, construing 
that change as practically requiring the entire elimination 
of flow-through depreciation in order to avoid the con- 
sequence of constantly increasing tax costs to the affected 
utilities and their customers. 


Til 


THE PROCEDURAL ERROR STEMS FROM THE SAME 
MISCONSTRUCTION OF THE TAX REFORM ACT 


The Commission contends that Order No. 404 did not 
require prior notice or hearing to persons affected there- 
by, because it was based on the Commission’s interpreta- 
tion of Scction 441 of the Tax Reform Act, and there- 
fore, notice and hearing would not have served any use- 
ful purpose. The Commission does not even attempt to 
explain why it had itself on three prior occasions, when 
the same accelerated depreciation issue was before it, 
deemed that notice and opportunity to participate should 
be given to parties affected by the issue under considera- 
tion. 


Had the petitioners been afforded the opportunity to 
submit data, views, or arguments, they could then have 
pointed out the practical effects which might flow from 
the ostensibly narrow ruling made by the Commission 
with respect to the normalization of liberalized deprecia- 
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tion upon a presently insignificant amount of post-1969 
expansion property. 


The same error of statutory construction is inherent 
both in the Commission’s failure to provide a hearing 
and in its conclusion which underlies the action taken 
by it in Order No. 404. The Commission’s actions were 
based solidly and exclusively upon its misinterpretation 
of the Congressional intent of Section 441 of the Tax 
Reform Act of 1969, and its Order should be reversed, 
so that it can take such steps as are consistent with the 
intent, purpose and effect of the new tax law, and with 
the statutory obligation of the Commission to see ‘‘that 
natural gas shall be sold in interstate commerce ... at 
the lowest possible reasonable rate consistent with the 
maintenance of adequate service in the public interest.’’ 
Atlantic Ref. Co. v. Pub. Serv. Comm. of New York, 360 
U.S. 378, 388, 3 L. Hd. 2d 1312, 1319, 79 S. Ct. 1246. 
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STATEMENT OF INTEREST 


Tennessee Valley Municipal Gas Association (Associa- 
tion) is the Petitioner in No. 24,602 and an Intervenor 
in No. 24,517. 


The Association is an unincorporated association. Its 
membership consists of ten Alabama, Mississippi, and Ten- 
nessee municipalities. Each of the municipalities owns 
and operates a natural gas distribution system by means 
of which each is engaged in the distribution and sale of 
natural gas at retail in their respective communities and 
environs. 


With the exception of Corinth, Mississippi, each mu- 
nicipality purchases its natural gas requirements from 
Alabama-Tennessee Natural Gas Company at rates and 
charges subject to the jurisdiction of the Federal Power 
Commission. They account for almost 80 percent of 
Alabama-Tennessee’s sales of natural gas subject to the 
Commission’s jurisdiction. Corinth purchases all of its 
natural gas requirements from Tennessee Gas Pipeline 
Company from which pipeline company Alabama-Tennessee 
purchases all of its natural gas requirements for juris- 
dictional and non-jurisdictional sales. 


The members of the Association are adversely affected 
by the Commission’s orders that are on review in these 
proceedings in that they will be required to pay higher 
rates on the basis of allowances for federal income taxes 
in cost of service for ratemaking purposes that their 
suppliers will not incur. 


The Association readily agrees that consumers should 
pay every legitimate and reasonable cost actually incurred 
by the natural gas companies, but the Association submits 
that it is not appropriate, necessary, lawful, or just that 


1 Alabama: Athens, Decatur, Florence, Huntsville, Russellville, Sheffield, 
and Tuscumbia. Mississippi: Corinth and Iuka. Tennessee: Selmer. 
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they be required to pay amounts which exceed the actual 
costs for federal income taxes or any other component 
of cost of service, and thereby allow the pipeline companies 
to earn excessive returns at the expense of the consumers. 


CONCURRENCE IN, AND ADOPTION OF, MEMPHIS’ 
BRIEFS IN NOS. 24,517 AND 24,518 


The Association has read the separate briefs of Memphis 
Light, Gas and Water Division filed in Nos. 24,517 and 
24,518. In its capacity as an Intervenor in No. 24,517, 
the Association concurs in and adopts as its own the 
brief filed by Memphis in No. 24,517. In its capacity as 
a Petitioner in No. 24,602, the Association concurs in 
and adopts as its brief No. 24,602 the brief filed by 
Memphis in No. 24,518, which has been consolidated for 
all purposes with No. 24,602. 

In addition to the points made by Memphis in its brief 
in No. 24,518, Association submits that Order No. 404 is 


unlawful because it violates the requirements for hearing 
of Section 5 of the Natural Gas Act. 


Section 5 of the Natural Gas Act provides that the 
Commission on complaint, or on its own initiative, may 
change an existing rate, but it expressly provides also 
that this right to change rates may be exercised only after 
notice and public hearing. 


By Order No. 404, the Commission clearly exercised its 
ratemaking powers without following the prescribed pro- 
cedures of the Act. Without notice and opportunity for 
hearing, the Commission has, on its own initiative, ruled 
that pipeline companies may include in cost of service a 
higher allowance for federal income taxes, as a conse- 
quence of which rates are increased to consumers. In 
this case, for example, rates must provide an additional 
$4,400,000 per year. 

It is no answer to say that the higher rates can only 
be placed in effect by the pipeline company filing a rate 
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change under Section 4(d) of the Act which would be 
subject to suspension and hearing under Section 4(e). As 
a practical matter, the Commission’s Order No. 404 has 
prescribed the higher rates, for the issue has already been 
decided. If the utility files for increased rates based 
solely on Order No. 404, it is unlikely that the Commission 
would suspend the increase or enter upon a hearing. And 
if it did enter upon a hearing, it would be an empty 
gesture and of an Alice-in-Wonderland quality. Moss, et 
al. v. CAB, et al., No. 23,627, decided July 9, 1970,—\ 
F. 24 ——, —— App. D.C. ——. 


CONCLUSION 


Wnererore, for each and all of the reasons stated herein 
and by Memphis in its briefs in Nos. 24,517 and 24,518, 
the orders on review in the consolidated review proceedings 
should be reversed. 


Respectfully submitted, 


REUBEN GOLDBERG 
1250 Connecticut Avenue 
Washington, D. C. 20036 
Attorney for Tennessee Valley 
Municipal Gas Association, 
et al., Petitioners 
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Federal Power Commission, 
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REPLY BRIEF 
FOR THE AMERICAN PUBLIC GAS ASSOCIATION 


i Ee 


I. INTRODUCTORY STATEMENT 


To briefly review, the American Public Gas Association 
(‘APGA')in its initial brief to this court showed that Order No. 404 
was substantively and procedurally null and void. Regarding the 
substantive invalidity of Order No. 404, it was demonstrated that 
the Natural Gas Act as éefinittely construed in the Alabama- 


1/ - : . 
Tennessee case,— requires that ratepayers reimburse interstate 


pipelines only for their actual taxes paid. I The Alabama- 


Tennessee decision rejected the notion that use of liberalized 


SS 
Alabama-Tennessee Natural Gas Co., 31 F.P.C. 208,928 (2964), 
aff'd, 359 F.2d 318 (5th Cir. 1966), cert. denied. 385 U.S. 


31 F.P.C. at 214; 359 F.2d at 327. 


2 
depreciation creates a tax deferral; rather it found that use of 
liberalized depreciation by a stable or growing industry (like 


the interstate pipeline industry) creates a permanent tax saving 


3 
consisting of consumer-contributed ene! The 1969 Tax 


Reform Act specifically does not modify in any way the "actual 

taxes paid'' principle of the Natural Gas Act. To the contrary, 

it permits utilities to switch to normalization only where normalization 
is allowed by the appropriate regulatory agency. Since normalization 
violates the ''actual taxes paid" principle of the Natural Gas Act, 
Commission Order No. 404 permitting electing pipelines to abandon 


flow through for normalization is unlawful under that Act. 


Regarding the procedural invalidity of Order No. 404, it 
was demonstrated that Order No. 404 was a rulemaking order issued 
without benefit of notice and opportunity to be heard contrary to 
the explicit mandate of the Administrative Procedure Act. And 
as we show below, there are a host of factual issues which would 
have been resolved thereby obviating the necessity for expensive 
and time-consuming judicial review proceedings had the Com- 


mission adhered to the procedural requirements of the APA. 


Having thoroughly examined the briefs herein of Respondent 
Federal Power Commission (''Commission'') and the Intervenor 
Texas Gas Transmission Corporation ("Texas Gas''), APGA is 
satisfied that the points made in its initial brief regarding the 
substantive and procedural invalidity of Order No. 404 have not 
been successfully rebutted. Rather, the Commission and Texas 
Gas have attempted to sidestep the thrust of these two main 
points by framing issues which do not accurately -eflect the facts 
of the subject case and by interpreting these same issues ina 


manner calculated to divert the Court's attention from the merits 


3/ 31 F.P.C. at 215. 


3 
of the real issues presented. Therefore this reply brief wiil 
concentrate on bringing back into focus the jugular issues 


confronting the Court in this case. 


Il. THE COMMISSION'S VIOLATION OF THE "ACTUAL 

TAXES PAID" PRINCIPLE IN ORDER NO, 404 IS NOT 

MITIGATED OR EXCUSED BY THE TERMS OF THE 

1969 TAX REFORM ACT. 

Counsel for the Respondent Commission argues that the "basic 
issue" is whether the 1969 Tax Reform Act deprived the Commission 
of its right (exercised for the first time in the 1966 Midwestern 


case =) to impute the use of liberalized depreciation for rate 


purposes to a utility making the election under Section 441(a)(4)(A) 


to abandon flow through. 2! But this statement of the asserted | 


"basic issue'' completely misses the mark because even assuming 
arguendo that the 1969 Tax Reform Act did reverse the Com- 
mission's Midwestern decision rendered in 1966, the critical 

fact remains that at the time of the Commission's Alabama- 
Tennessee decision in 1964 the Commission did not exercise the 
power to impute the use of liberalized depreciation for rate 
purposes to a company using straight line depreciation. Therefore, 
granting for purposes of argument that the asserted "basic issue" 
is decided in favor of the Commission, Commission counsel has 
failed to distinguish the situation at the time of the Alabama- 
Tennessee decision from the situation after enactment of the 1969 
Tax Reform Act. At neither time did the Commission assert a 


power to impute the use of liberalized depreciation to a company 


4/ Midwestern Gas Transmission Co., 36F.P.C. 61 
TP (1966), aff'd, 388 F.2d 444 (7th Cir. 1968), cert. denied 
392 U.S. 928 (1968). 
_5/  FPC Br., pp. 7-16. 


4 
using straight line depreciation and at both times companies 
were free to switch from one method of depreciation to another 


method for rate purposes as well as tax purposes. In other 


mers - - 6 
words, as pointed out in APGA's initial brief to this Court, —— 


. . .the Commission was not deterred in its Alabama- 

Tennessee holding by the prospect that pipelines then 

using liberalized depreciation with normalization 

might switch to straight line depreciation rather than 

to adopt liberalized depreciation with flow through. The 

overriding principle then, as now, is that normalization 

creates consumer-contributed capital (via tax savings) 

to which the company is not entitled. 
Thus the resolution of the Commission counsel's asserted ''basic 
issue" is not determinative of the subject case. The key point 
which Commission counsel overlooks is that the 1969 Tax 
Reform Act did not grant or deny to natural gas companies any 
options as to methods of depreciation to be used for rate purposes 
which were not available to them at the time of the Alabama- 
Tennessee decision nor did the 1969 Tax Reform Act deprive the 


Commission of any authority which it was assumed to possess 


at the time of the Alabama-Tennessee decision. 


Intervenor Texas Gas Transmission Corporation takes a 
different tack in its attempt to avoid the impact of the Alabama- 
Tennessee holding on Commission Order No. 404. Texas Gas 
attempts to explain the Alabama-Tennessee decision on the basis 


of the 1954 Internal Revenue Code and then proceeds to rationalize 


_6/ APGA Br., p. ll. 


5 
Cormmissicn Order No. 404 on the basis of the 1969 Tax Reform 


Act. ly 


But this approach ignores the fundamental fact that 

the Alabama-Tennessee decision was based on "actual taxes paid" 
principle of the Natural Gas Act. The 1954 Internal Revenue 

Code was important only in that it was shown that Congress did 
not intend therein to alter or amend the "actual taxes paid" 
principle of the Natural Gas Act. And if anything is crystal 

clear from the lengthy presentation by Texas Gas of the legislative 
history of the 1969 tax Reform Act, it is that Congress did not 
legislate the "actual taxes paid" principle out of the Natural Gas 
Act. <i! To the contrary, Congress specifically left it up to the 
respective regulatory agencies to determine whether regulated | 
companies utilizing the election provision of § 441(a)(4)(A) of the 
Act should be permitted to use liberalized depreciation with 
normalization. The "General Explanation" of the 1969 Tax Reform 
Act prepared by the Staff of the Joint coer on Internal 
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Revenue Taxation makes it quite clear that, — 


. . .the Act does not require the taxpayer to 
flow through, but it also does not affect any power 


the regulatory agency might have to require the tax- 
payer to flow through. [Emphasis added. ] 
And as pointed out above, this was precisely the situation at 


the time of the Alabama-Tennessee decision wherein the Com- 


mission held that the established ratemaking principles of the © 


_7/ Texas Gas Br., pp. 5-15. 

/ Texas Gas Br., pp. 8-15. 

/ “General Explanation of the Tax Reform Act of 1969", 
H.R. 13270, 91st Cong., Pub. L. 91-172, prepared by 

the Staff of the Joint Committee on Internal Revenue Taxation, | 

p. 151 (Dec. 3, 1970). 


a 
a9 
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Naturai Gas Act required that natural gas companies using 
liberalized depreciation must flow through the tax benefits 
accruing therefrom, though the Commission realized at the 
time that these same companies (which had prior thereto been 
using liberalized depreciation with normalization) might switch 
to straight line depreciation. The choice then as now was whether 
companies under the jurisdiction of the Natural Gas Act should 
be required to flow through the tax savings accruing from the use 
of liberalized depreciation. Neither the 1954 Internal Revenue 
Code nor the 1969 Tax Reform Act attempts to modify the "actual 
taxes paid" principle of the Natural Gas Act requiring the flow 


through of this consumer-contributed capital. 


The Commission in Order No. 404-A pal and counsel for 
the Commission and Texas Gas in their briefs eel attempt to 
wash Alabama-Tennessee out of the case by stating that in adopting 
Order No. 404 the only issue before the Commission involved the 
relative merits of liberalized depreciation with normalization 


versus straight line depreciation. But as APGA pointed out in 


its opening brief, hel) this approach is fallacious. Under the 


terms of the 1969 Tax Reform Act and prior to the issuance of 
Order No. 404, the numerous natural gas companies for which 
liberalized depreciation with flow through was the applicable 
accounting method for the latest accounting period ending 


August 1, 1969 had the choice to switch to straight line or to 


R. 74. 
FPC Br., pp. 16-17; Texas Gas Br., pp. 19-21. 
APGA Br., pp. 11-12. 
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remain on flow through. There was no option to switch to 
normalization since the Commission had made it abundantly 
clear in Alabama-Tennessee that normalization violated the 
"actual taxes paid" principle of the Natural Gas Act. — asl! And 
as shown above the 1969 Tax Reform Act did not modify this 
basic ratemaking principle of the Natural Gas Act. Therefore, 
though the Commission understandably refuses to admit it : 
because of the spectre of Alabama-Tennessee, the issue of flow 
through versus normalization was per force an integral part of : 
the Commission's Order No. 404, especially in light of the fact 
that prior to issuance of Order No. 404, virtually no pipelines | 
had elected under the 1969 Tax Reform Act to abandon flow | 
through. a In light of the fact that Order No. 404 pre-dated 
the election by the pipelines to abandon flow through, the f 
5 


1 
following statement by Texas Gas is false and misleading : — 


Faced with the accomplished fact of the company 
election to go to straight-line, and the consequent end 
of flow-through with respect to the post-1969 expansion 
property, Order No. 404 was nothing more than an 
announcement of Commission policy to allow an electing 
company to use normalization instead of straight-line. 


The Commission was not faced "with the accomplished fact of the 


company election" or with the consequent end of flow-through;'' 


rather it virtually dictated the end of flow through, through 


issuance of Order No. 404. 


Alabama-Tennessee, supra at 214, See, € +Se> United Fuel 
Gas Go., 12 F.P.C. 251, 264-65 (1953). 
Texas Gas for example made its election by letter dated | 
June 8, 1970. Texas Gas Br., gp. 23. 


Texas Gas Br., p. 25. For similar misstatements, see 
Texas Gas Br., pp. 2-5, 19-21, 27,33. 


8 

APGA demonstrated in its initial brief that its assertion in 
its petition for rehearing to the Commission nel that Order No. 
404 would encourage Natural gas companies using flow through 
to switch to normalization since normalization provides windfall 
capital not available under flow through, was not "unsupported 
conjecture and speculation" (as the Commission characterized 
it in Order No. 404-A 27), but rather a matter of simple 
economics (as demonstrated by the wholesale switch of the 
industry after issuance of Order No. 404). 18/ APGA submits 
that there is no more revealing statistic of the impact of 
Order No. 404 than that but one company chose not to abandon 
the use of flow through for the windfall capital available under 


19/ 


use of normalization. —+" Commission counsel states that "[t]he 
real question is whether companies, without the assurance of 
normalization, would have changed to straight-line depreciation. r20/ 
But Commission counsel is only able to point to two small com- 
panies that did so prior to enactment of the 1969 Tax Reform 

Act, at which point he is forced to idly speculate that "[mJany 
others might have done so had the Commission not imputed flow 
through." = But Commission counsel umits to supply any 

reasons why a natural gas company (much less the entire pipe- 


line industry) would be inclined to desert flow through for 


straight line, eal though conceding that "the assurance of 


R.22 

R.75-76, 

APGA Br., p. 12. 

FPC Br., p. 20, n.13. 

FPC Br., p. 17. 

FPC Br., p. 17. 

Whether natural gas companies would have remained on flow 

through (for obvious competitive reasons) had the Commission 
not overruled Alabama-Tennessee is one of the many issues of 
fact [alleged not to exist by counsel for the Commission (Br. p-21) 
and Texar Gae(Fe. ,pp.33-4)] which should have been resolved after 
notice and opportunity for hearing. See pp.1}13', infra. 
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normalization might turn out to be an added inducement" to 
abanden flow through. zal The fact that the entire industry, om 
one exception, elected to abandon flow through after issuance : 
of Grder No, 404 za is ample proof of the added inducement 
of Order No. 404's assurance of normalization. Apparently 
recognizing the futility of defending Order No. 404 on grounds 
that it did not persuade the industry to abandon flow through for 


normalization, Commission counsel turns to the following Com- 


mission statement in Order No. 404-A as sufficient reason 


permitting natural gas companies to abandon flow through in favor 


5/ 


atte ten 2 
of normalization :— 


We do, however, summarily reject the implied suggestion 
that this Commission should refuse to inform companies, 
over whom we have been given regulatory jurisdiction, 
of our general policy in respect to any matter of concern | 
to them. 
Of course, no one has ever suggested that the Commission should 
refuse to inform natural gas companies of its general policy. 
But what we do suggest in the strongest terms is that the Com- | 
mission's issuance at the eleventh hour (on May 15, 1970) of 
Order No. 404 (in lieu of notice and an opportunity to be heard 
at the time of enactment of the 1969 Tax Reform Act), thereby 
permitting natural gas companies to elect knowingly to abandon : 
flow through for the increased cash benefits available under 
normalization at the considerable expense of the nation's gas 


consumers violates the Commission's statutory mandate to 


FPC Br., p. 17. 
R, 5-6, 40-72. 
FPC Br., p. 17. R.76. 
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regulate natural gas companies for the protection of natural gas 
consumers. E.g., Atlantic Ref. Co. v. Public Service Comm'n 
of N.Y., 360 U,S. 378, 388 (1959). It seems signally strange 
that Commission counsel seeks comfort in the fact that "Order 
No. 404 was issued May 15, 1970, only six weeks before 
expiration of the time within which the election could be made" zs) 
when the public interest obviously required that the Commission 
respond not in the shotgun fashion described above which 
effectively locked out participation by interested parties but 


that the Commission respond in a timely fashion so that all 


interested parties could be heard prior to decision. 


Texas Gas for its part, though in effect conceding that there 


- - - ooh deren mond 
was ample incentive to switch to normalization, —- chose to 


"categorically deny" that normalization would produce added 
"profits" (vis-a-vis flow through), on the ground that the utility 

is restricted in its use of Account No. 282 (into which the 
deferred tax benefits are channeled) since such funds cannot be 
transferred into surplus and thus cannot be used for distribution 
to Sooo Texas Gas seeks to use the fictional concepts of 
double-entry bookkeeping to disguise the bonanza which accrues to 
it through the use of normalization, In the first place, the use 

of Account 282 which is a deferred tax account is anomalous in 
light of the Commission's explicit finding in Alabama-Tennessee 
that use of liberalized depreciation creates a permanent tax_ 
saving, and not a tax deferral. But aside from the inherent 

26/ FPC Br., p. 18. 

ZT) Texas Gas Br.,; pp. 19-21. Thus, for example, Texas Gas' 
comparison of advantages of normalization over straight line as 

it affects a company's "before tax" coverage is equally applicable 


to a comparision of normalization and flow through. Id. 
28/ Texas Gas Br., pp. 21-23. 
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inconsistency of the Commission's accounting procedures, the 


consumer-contributed tax savings which are earmarked in Account 


No. 282 may be used internally as a source of capital, 29/ which 


means that with normalization the ratepayers are not only paying 
a rate calculated to provide a fair return on the company's 
investment but are also providing the investment capital itself, | 
contrary to all establishd concepts of ratemaking. Additionally, 
though the tax savings in Account No. 282 are not subject to 
distribution to investors, these moneys may be invested and the 
return thereon distributed to investors. In short, Texas Gas' 
pretended righteous indignation over the suggestion that they are 
reaping tremendous benefits from the Commission's Order No. 
404 permitting them to pocket the tax savings accruing from use 
of liberalized depreciation constitutes pure verbal histrionics. 
The silence of Commission counsel on this point demonstrates ' 
the FPC's awareness of the financial rewards which are available 
to companies using normalization. 

Il. ORDER NO. 404 IS A RULEMAKING ORDER ISSUED 

WITHOUT BENEFIT OF NOTICE OR OPPORTUNITY 

TO BE HEARD CONTRARY TO THE ADMINISTRATIVE | 

PROCEDURE ACT. 

APGA submits that it has conclusively shown in its initial 
brief that Order No. 404 was a rulemaking order issued without 
benefit of notice or opportunity to be heard in violation of the 
Administrative Procedure Act. eoy Though Respondent Com- : 
mission makes a pretense of arguing that Order No. 404 is 


merely a "Statement of Policy", the obvious thrust of the Com- 


se 
29/ See, e.g., Northern Natural Gas Co., 25 F.P.C. 431 (1961). 
30/ APGA Br., pp. 13-22. 
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mission's argument is that nothing was to be gained from having 
a hearing as required by the APA as there were no disputed 


: 31/ been . 
issues of fact. — Never has the Commission been in more 


: 32/ 
grievous error. —— as we show below. 


One of the jugular issues of fact which would have been the 
subject of evidentiary presentation is whether the pipelines would 
have abandoned flow through absent the choice to normalize. As 
the Commission counsel aptiy put it, ''The real question is 
whether companies, without the assurance of normalization, would 
have changed to straight line depreciation." el APGA submits 
that the majority of pipelines would have remained on flow through 
(as opposed to switching to straight line) because of the public 
interest in maintaining low gas rates and because of the competitive 
advantages reaped by the lower rates under flow through, -- 
remembering that under both methods of accounting the utility 
recoups its full cost of service. APGA would further have shown 
that consistent with the above and contrary to the Commission's 
thesis, the issue in Order No. 404 really is one between flow 
through and normalization -- an issue already decided in Alabama- 
Tennessee. APGA would also have brought to the Commission's 
attention the tremendously adverse effect in terms of increased 
rates of the Commission's order No. 404 on the nation's gas 
consumers. ae! And not incidentally it could have disabused 
the Commission of the notion that the 1969 Tax Reform Ast 


somehow modified the "actual taxes paid" principle of the Natural 


31/ FPCBr., pp. 21,23. ''The question often is a very practical 
one, as here, of what purpose a rulemaking proceeding would 

have served." Id. at 23. 

32/ Intervenor Texas Gas similarly err’s (Br.,pp.30-31,34). 

33/ FPPC Br.,p. 17. 

34/ Though the 1969 Tax Reform Act only provides fcr an election 
for pest-1969 expansion property, the Commission has used 

Order No, 404 a3 the rationale in the accompanying Texas Gas case 

for permitting adoption of norrazlization for all utility property, 

clearly cc ry to the intent of Congress in ‘the 1969 Act, as more 

in Petitioner's brief. 
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Gas Act or that the 1969 Tax Act intended that the election provision 
should apply to other than 1969 expansion property. In short, 
APGA completely rejects Commission counsel's suggestion 
that a rulemaking proceeding would have been useless. APGA 
submits that the factual considerations in the subject case are 
far more weighty than those adverted to by the Commission 


4 ah Aas apes 5 
counsel as a distinguishing characteristic of the Texaco ene) 


As a last resort, Commission counsel question's "what 

36 “ 
purpose would be served by a remand," ass! thereby in effect 
urging the proposition that where the Commission issues last 


minute rulemaking orders which violate the Administrative 


Procedure Act, it is nevertheless insulated from judicial review 


under the circumstances of the present case where a related 
statutory deadline (180-day election period) has elapsed. 3u/ 
This shocking concept of asserted administrative immunity from 
judicial scrutiny ignores the legal and equitable powers of this 
Court. In the first place, APGA submits that consistent with the 
position of Petitioner in this case, the Court should require the 
Commission to impute flow through to the electing companies for 
rate purposes, which would rectify the error made by the Com- 
mission in Order No. 404. We further submit that it is within 
this Court's equitable power to allow these electing pipelines to 
revert to flow through for tax purposes as well as rate purposes 


since it was through no fault of the pipelines that they abandoned 


FPC Br., p. 21 n. 14. 

FPC Br., p. 23 n. 16. 

Intervenor Texas Gas also subscribes to this proposition 
(Br., p- 34). 
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flow through for the promised land of cash benefits available 
under normalization. If, however, the Court should determine 
that the 1969 Tax Reform Act is binding as to the election for 
tax purposes, this would impose a very small burden on the electing 
pipelines (since only post-1969 expansion property would be. 
affected), as contrasted to the staggering financial burden with 
which the Commission has saddled the nation's gas consumers 
in Order No. 404 and Opinion No. 578. Congress would, of 
course, be free to enact amending legislation if it then determined 
that the elction provision should not be binding on the pipelines and 
that they should be allowed to use flow through for tax purposes 
as well as rate purposes. Alternatively, this Court could 
stipulate that revocation of Order No. 404 would have the effect 
of restoring the electing companies to their accounting method as 
of August l, 1969, i.e. restore the status quo ante, but that any 
electing pipeline that preferred straight line over flow through 
could adhere to its prior election. This would do no violence to 
the 1969 Tax Reform Act since only those companies which had 
already elected to switch within the 180-day period would be 
permitted to abandon flow through for straight line depreciation 
and it would insure that those companies which preferred to adhere 
to flow through (with the alternative of normalization no longer 
available) would be permitted to do so, also consistent with the 
1969 Tax Reform Act. In any event, APGA feels certain that the 
judicial mind is sufficiently fertile to meet the challenge put to it 


by Commission counsel to rectify illegal Commission action. 


The effort by Intervenor Texas Gas to distinguish the subject 
8/ 


case from the controlling precedents cited in APGA's initial prie=— 


a 
38/  APGA Br., pp. 16-22. 
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P . AAS 3 
is severely hampered by its mischaracterization (noted Spores 


of Order No. 404 assimplya choice between normalization and 


straight line accounting. Sl) The choice was clearly whether to 


allow pipelines using flow through to abandon flow through in favor 
of normalization or to require such pipelines to choose between 
flow through and straight line. The flaw in Texas Gas' logic is 
evident in the following statement a) 

It was Texas Gas! election under the Tax Reform Act 

of 1969 that gave it the right to abandon the use of 

flow through. It was not Order 404. 
Texas Gas' syllogism is incomplete in that if fails to note it was 
Order No. 404 which allowed Texas Gas (and the pipeline industry) 
to abandon flow through for normalization, which Texas Gas (and 
the pipeline industry) promptly did upon issuance of Order No, 
404. zal) The far-reaching dollar impact of this rulemaking order 
is amply illustrated by the Commission's ded sion in the subsequent 
Texas Gas case (Opinion No. 578) to permit normalization for all 
utility property based on its Order No. 404, directly contrary 
to the expressed intent of Congress in the 1969 Tax Reform act to 
permit regulated companies to elect to switch to straight line 
(or normalization where permitted by the appropriate regulatory 


agency) for post-1969 expansion property only. 


39/ See p.7 supra. 


40/ Texas Gas' reliance upon the very generalized language of 
the 1947 Attorney General's Manual (Br. pp. 26-27), which 

could as easily be interpreted to support Petitioner's position, 

provides no useful guidance in the subject case in light of recent 

cases on point treated in APGA initial brief (Bre, pp. 16-22), 

41/ Texas Gas, Br. p. 30, ; 

42/ Order No. 404 was issued May 15, 1970 and Texas Gas filed 
its election on June.8, 1970. 


16 

In brief, the Commission has led the pipelines down the 
primrose path by its unlawful issuance of Order No. 404 which 
deceived the pipelines into thinking that Alabama-Tennessee was 
dead and therefore that the windfall cash benefits of normalization 
were available for the election. It is unthinkable that this Court 
would charge the nation's gas consumers, heretofore Considered 
the beneficiaries of the Natural Gas Act, with the heavy financial 


burden of underwriting the Commission's ghastly error in this case. 


IV. CONCLUSION 


For the reasons set forth in APGA's initial brief as 
supplemented above, APGA respectfully submits (1) that Order 
No. 404 violates the "actual taxes paid" principle of the Natural 
Gas Act and is thus substantively null and void and (2) that Order 
No. 404 violates Section 553 of the Administrative Procedure Act 
as well as Section 4 and 5 of the Natural Gas Act and is thus 
procedurally null and void. Therefore, APGA respectfully requests 
that Commission Order No. 404 be reversed and set aside and 
that any other relief found to be proper under the circumstances 
be granted. 
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